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Introduction 


This document provides guidance on the accounting treatment and disclosure of financial 


instruments. Many financial instruments are simple in nature, however there is a subset that 


can be complex. This document includes guidance for both simple and complex instruments. 


Sections dealing with complex guidance are identified with “[Complex instruments]”. 


The content should be read in conjunction with GRAP 104 (issued April 2019). 


For purposes of this guide, “entities” refer to the following bodies to which the standards of 


GRAP relate to, unless specifically stated otherwise: 


Public entities 

Constitutional institutions 

Municipalities and all other entities under their control 

Trading entities and government components applying the standards of GRAP 
Parliament and the provincial legislatures 


TVET and CET colleges 


Explanation of images used in manual: 


Y Definition 


Management process and decision making 


a 
i Take note 


8 
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Example 


Scope 


GRAP 104 is applicable to all entities preparing their financial statements on the accrual basis 


of accounting. 


The Standard does not apply to: 


e recognition and measurement of financial instruments issued by an entity that meet the 


definition of a residual interest; 


e. 


A residual interest is any contract that represents an interest in the assets of an 
entity after deducting all of its liabilities. A residual interest includes contributions from 
owners, which may be shown as: 


e equity instruments or similar forms of unitised capital; 


e a formal designation of a transfer of resources (or a class of such transfers) by 
the parties to the transaction as forming part of an entity’s net assets, either 
before the contribution occurs or at the time of the contribution; or 


e a formal agreement, in relation to the contribution, establishing or increasing an 
existing financial interest in the net assets of an entity. 


Issuer of residual interests 


Although the recognition and measurement requirements for the issuer of residual 
interests are outside the scope of GRAP 104, an issuer of a residual interest should 
apply GRAP 104 for the following: 


e Distinguishing financial liabilities from residual interests (refer to the section on 
initial recognition); 


e Accounting for compound financial instruments (refer to the section on initial 
recognition); and 


e Presentation of dividends or similar distributions (refer to the section on 
presentation). 


Holder of residual interests 


A holder of a residual interest should apply GRAP 104 when it elects to measure an 
investment in a controlled entity, associate or joint venture at fair value in its separate 
financial statements in accordance with GRAP 34. If the residual interest is an 
investment in a controlled entity, associate or joint venture which is measured at cost 
in accordance with GRAP 34, it falls outside the scope of GRAP 104. 
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Employer's rights and obligations under employee benefit plans which falls within scope 
of GRAP 25 on Employee Benefits; 


Rights to payments to reimburse the entity for expenditure it is required to make to settle 
a liability that it recognises as a provision in accordance with GRAP 19 on Provisions, 
Contingent Liabilities and Contingent Assets; and 


The initial recognition and initial measurement of financial instruments acquired in a 
transfer of functions between entities under common control (see GRAP 105 on Transfer 
of Functions Between Entities Under Common Control), transfer of functions between 
entities not under common control (see GRAP 106 on Transfer of Functions Between 
Entities Under Common Control) or a merger (see the GRAP 107 on Mergers). 


The following financial instruments are also excluded from GRAP 104, unless otherwise 


indicated: 


Interests in controlled entities, associates or joint ventures measured at cost in the 


separate financial statements; 


Forward contracts that will result in a transfer of functions between entities not under 


common control at a future date; or within a reasonable period; and 


Lease receivables and payables accounted for under GRAP 13 on Leases, except where 
the: 


o lessor’s investment in lease receivables are subject to the impairment, derecognition, 


presentation and disclosure requirements of GRAP 104; 


o lessee’s finance lease payables are subject to the derecognition, presentation and 


disclosure requirements of GRAP 104; and 


o embedded derivatives in leases are subject to the embedded derivatives provisions of 
GRAP 104; 


The impairment, derecognition and presentation and disclosure requirements of 

w. GRAP 104 are applicable to finance lease receivables (lessor), although the initial 

Q recognition and measurement of leases are excluded. While finance lease payables 
(lessee) are only subject to derecognition, presentation and disclosure. 


Therefore, an entity will have to consider the presentation and disclosure 
requirements of GRAP 104 over and above the presentation and disclosure 
requirements of GRAP 13 on Leases. 


Insurance contracts within the scope of IFRS 4 on Insurance Contracts, except: 
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o anissuer’s rights and obligations in an insurance contract that meets the definition 


of a financial guarantee contract; 


o derivatives embedded in insurance contracts if they can be accounted separately 
under GRAP 104; 


o the presentation and disclosure requirements of financial instruments within the 


scope of IFRS 4 but contain a discretionary participation feature; and 


o the disclosure of investment components separated from contracts within the 


scope of IFRS Standards; 


e Loan commitments except those that are within the scope of GRAP 104, 


o When the loan commitments are not within the scope of GRAP 104, the issuer of 
the loan commitments only applies the impairment requirements of GRAP 104. 
However, the impairment and derecognition requirements of GRAP 104 are 
applicable to all issued loan commitments; and 


e. 
A loan commitment is a firm commitment to provide credit under pre-specified terms 
and conditions. 
Loan commitments take on the form of a commitment/undertaking to loan on 
specified terms or conditions. Not all loan commitments are within the scope of 
GRAP 104, however all loan commitments are subject to the impairment and 
6° derecognition requirements of GRAP 104. 
Q The following loan commitments are within the scope of GRAP 104: 


e Loan commitments designated as financial liabilities at fair value through surplus 
or deficit. 


e Loan commitments that can be settled net in cash or by delivering or issuing 
another financial instrument. 


e Loan commitments to provide a loan at below market interest rates, including 
concessionary loans. 


e Contractual rights and obligations arising from non-exchange revenue transactions. The 
receivables and payables arising from these transactions, that meet the definition of 


financial assets and financial liabilities, are initially recognised and measured in 


Issued September 2022 Page 9 of 168 


GRAP 104 on Financial Instruments 


accordance with GRAP 23 on Revenue from Non-exchange Transactions (Taxes and 
Transfers). However, the subsequent measurement, de-recognition, presentation and 


disclosure of these receivables and payables are in accordance with GRAP 104; 


Assets and liabilities can arise out of both contractual (in terms of a contract) and 
non-contractual (i.e., statutory) arrangements. 


Contractual arrangements 


The monetary assets and liabilities arising from contractual non-exchange 
transactions, that meet the definition of financial assets and financial liabilities, are 
only initially recognised and measured in accordance with GRAP 23. However, the 
subsequent measurement, derecognition, presentation and disclosure of these 
receivables and payables are accounted for in accordance with GRAP 104. 


Non-contractual arrangements 


Monetary assets and liabilities arising out of non-contractual arrangements 
(including non-exchange revenue transactions) do not meet the definition of a 
financial asset or a financial liability. This is because financial instruments within the 
scope of GRAP 104 can only arise from contractual arrangements. 


= Non-contractual assets and liabilities arising from non-exchange revenue 

y. transactions are initially recognised and measured in accordance with GRAP 23. 

Q Non-contractual monetary assets are subsequently measured, derecognised, 
presented and disclosed in accordance with GRAP 108 Statutory Receivables. The 
non-contractual monetary liabilities are liabilities that are not financial instruments 
and will be subsequently measured, derecognised, presented and disclosed in 
accordance with GRAP 19 Provisions, Contingent Liabilities or Contingent Assets, 
GRAP 23, other standards and the Framework for Preparation and Presentation of 
Financial Statements. 


Examples of contractual non-exchange transactions : 


An example of a contractual non-exchange arrangement includes where an entity 
enters into an agreement to receive a cash donation from another party. The right to 
the subsidy (and the obligation to provide the subsidy) is established in terms of a 
formal agreement. The initial recognition and measurement of the receivable (or 
payable) is dealt with in accordance with GRAP 23, but because the subsidy 
receivable (payable) arises from a contract which is to be settled through the receipt 
(payment) of cash, it meets the definition of a financial asset (financial liability); 
consequently the asset (liability) will be subsequently measured, derecognised, 
presented and disclosed in accordance with GRAP 104. 


Another example of a contractual non-exchange transaction is an entity entering into 
a formal agreement with another entity to receive funding for one of its projects. The 
initial recognition and measurement of the receivable (payable) is dealt with in 
accordance with GRAP 23. Because the funding receivable (payable) arises from a 
contract which is to be settled through the receipt (payment) of cash, it meets the 
definition of a financial asset (financial liability); consequently the asset (liability) will 
be subsequently measured, derecognised, presented and disclosed in accordance 
with GRAP 104. 


e Statutory receivables as defined in GRAP 108 on Statutory Receivables; and 
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e Rights and obligations under service concession arrangements to which GRAP 32 on 
Service Concession Arrangements: Grantor is applicable. Financial liabilities recognised 
by a grantor under the financial liability model are subject to the GRAP 104 requirements. 


Contracts to buy or sell non-financial items [Complex instruments] 


A contract to acquire or sell a non-financial asset at a specified price at a future date is nota 
financial instrument as the contractual right of one party to receive a non-financial asset and 
the obligation of the other party do not establish a present right or obligation of either party to 


receive, deliver or exchange a financial asset. 


However, contracts to acquire or sell a non-financial item that can be settled net in cash or by 
another financial instrument, or by exchanging financial instruments, are treated as if the 
contracts were financial instruments, and fall within the scope of GRAP 104 unless the 
contracts were entered into and continue to be held for the purpose of receipt and delivery of 


non-financial items to meet an entity's expected purchase, sale or usage requirements. 


Settled net in cash means that an entity will pay or receive cash (or an equivalent 
value in other financial assets) to or from the counterparty, that is equal to the net 
gain or loss on the contract on exercise or settlement. 


A contract to buy or sell a non-financial asset can be settled net in cash in various 
ways including when: 


e the terms of the contract permit either party to settle net in cash or another 
financial instrument or by exchanging financial instruments; 


Q e the ability to settle the contract net in cash is not explicitly stated in the contract, 
but the entity has a practice of settling similar contracts net in cash (whether with 
the counterparty, by entering into offsetting contracts or by selling the contract 
before its exercise or lapse); 


e for similar contracts, the entity has a practice of taking delivery of the underlying 
and selling it, within a short period after delivery, to generate a profit from short- 
term fluctuations in price; and 


e the non-financial asset that is the subject of the contract is readily convertible 
into cash. 


Financial instruments, by definition, include a contract that gives rise to a non-financial asset 
or non-financial liability in addition to a financial asset or financial liability. Such instruments 
often give one party an option to exchange a financial asset for a non-financial asset. However, 
if these contracts were entered into and continue to be held for the purpose of the receipt or 
delivery of the non-financial item in accordance with the entity’s expected purchase, sale or 


usage requirements, then they will fall outside the scope of GRAP 104. 
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Contracts that provide for settlement only by the receipt or delivery of a non-financial item are 
not financial instruments and fall outside the scope of GRAP 104. 


Contracts that provide for the settlement only by the receipt or delivery of a non- 
financial item can include for example, options, futures or forward contracts. Many 
commodity contracts are of this type. 


For example, when trading with commodities, a commodity futures contract may be bought 
and sold readily for cash because it is listed for trading on an exchange and may change 
hands many times. However, the parties buying and selling the contract are effectively trading 
the underlying commodity. The ability to buy or sell a commodity contract for cash (the ease 
with which it can be bought or sold) and the possibility of negotiating a cash settlement does 
not change the character of the contract in a way that creates a financial instrument. Even so, 
some contracts to buy or sell non-financial items that can be settled net, by exchanging 
financial instruments, or in which the non-financial item is readily convertible to cash, will be 
treated as if they are financial instruments and will therefore fall within the scope of GRAP 
104. 


Consider the following example to further illustrate the concepts above. 


An entity owns an office building. The entity enters into a put option with an investor that permits it to put the 
building to the investor for R50 million. The current value of the building is R75 million. The option expires in 
six years. The option, if exercised, may be settled through physical delivery or net in cash, at the entity's option. 


How the entity will account for the contract to sell the building (i.e., non-financial item) depends on its intention 
and past practice for settlement. The substance rather than the legal form should govern the classification of, 
and the accounting for, the contract. Although the contract meets the definition of a derivative, the entity will 
not account for it as a derivative if it intends to settle the contract by delivering the building if the option is 
exercised and there is no past practice of settling net. 


As the investor does not have the ability to require delivery, he/she cannot conclude that the option was entered 
into to meet his/her expected purchase, sale or usage requirements. In addition, the option may be settled net 
in cash at the option of the entity. 


The investor therefore has to account for the contract as a derivative. Regardless of past practices, the investor's 
intention does not affect whether settlement is by delivery or in cash, as the option holder (the entity) has the 
choice of settlement. A written option in which the holder has a choice of physical settlement or net cash 
settlement can never satisfy the normal delivery requirement for the exemption from GRAP 104, because the 
option writer does not have the ability to require delivery. 
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Hedge accounting [Complex instruments] 


Hedging refers to an accounting practice used to reduce volatility associated with an identified 
risk. For example, an entity may reduce its exposure to changes in a foreign currency by 
locking in the current exchange rate for a transaction that will be settled at a future date. 


GRAP 104 does not provide guidance on hedge accounting as there are a limited number of 
entities that undertake hedging, and if they do, they would not be concerned about offsetting 
the gains and losses. When an entity chooses to apply hedge accounting, it must comply with 
all the requirements in IFRS 9 on Financial Instruments relating to hedge accounting. 


Even though there is no guidance in GRAP 104, entities are not precluded from undertaking 
economic hedging. 
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3. Identification 


3.1 Financial instruments 


e. 


A financial instrument is any contract that gives rise to a financial asset of one 
entity and a financial liability or a residual interest of another entity. 


Financial instruments are defined by contracts. The terms “contract” and “contractual” in 
GRAP 104 refer to an agreement between two or more parties that has clear economic 
consequences that the parties have little, if any, discretion to avoid, usually because the 
agreement is enforceable by law. 


Contracts, and consequently financial instruments, could take a variety of forms and need not 
be in writing. 


Contracts, for the purposes of GRAP 104 (identification of contractual arrangements) 
will have evidence of all three of the following criteria: 


e involve willing parties entering into an arrangement; 


e the terms of the contract create rights (right to receive cash or another financial 
asset) and obligations (obligation to deliver cash or another financial asset) for 
both parties, but need not necessarily result in equal performance by each party; 


For example, in a donor funding arrangement, the donor is obligated to pay a 
bI certain amount to the recipient in terms of the agreement, and the recipient has 
a right to receive the amount. This illustrates that these types of arrangements 
may be contractual even though the recipient did not provide equal consideration 
in return for the donation received, and therefore did not result in equal 
performance by each party; and 


e performance and remedy for non-performance are enforceable by law; 


For example, the donor may impose restrictions on the use of the funding, and if 
the recipient does not comply with the stipulations in the contract, the donor will 
be able to either enforce compliance with the stipulations or seek damages from 
the recipient through the courts. 
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Illustrating the definition of a financial instrument: 


3.2 Financial assets 


e. 


EK 


Financial 
instrument 


Resulting 


Parties n 


Financial 


Entity A Gama accel 


liability 
EK 
Residual 


interest 


A financial asset is: 


e cash; 
e a residual interest of another entity; or 
e a contractual right to: 
o receive cash or another financial asset from another entity; or 


o exchange financial assets or financial liabilities with another entity under 
conditions that are potentially favourable to the entity. 


Cash is not necessarily a contractual right to receive cash or another financial asset, but it is 
a financial asset as it represents the medium of exchange and is the basis on which all 
transactions are measured and recognised in the financial statements. 


A deposit of cash with a banking institution is a financial asset because it represents the 
contractual right of the depositor to obtain cash from the institution or to draw a cheque or 
similar instrument against the balance in favour of a creditor in payment of a financial liability. 


e. 


A residual interest is any contract that represents an interest in the assets of an 
entity after deducting all of its liabilities. A residual interest includes contributions from 
owners, which may be shown as: 


e equity instruments or similar forms of unitised capital; 


e a formal designation of a transfer of resources (or a class of such transfers) by 
the parties to the transaction as forming part of an entity’s net assets, either 
before the contribution occurs or at the time of the contribution; or 


e a formal agreement, in relation to the contribution, establishing or increasing an 
existing financial interest in the net assets of an entity. 
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Examples of financial assets that are a residual interest of another entity: 


e an investment in the shares of another entity (other than an investment in a controlled 
entity, associate or joint venture, or an investment measured at cost in the separate 


financial statements); or 


e acapital contribution from one entity to another. 


Most public sector entities do not have capital that is evidenced by shares or other 
forms of unitised capital as they would receive capital contributions through the 

budget process. In such cases, the following capital contributions evidence a residual 
v interest in another entity: 


e a designation of a transfer of resources that represents an interest in the net 
assets of an entity; or 


e aformal agreement between the parties to the transaction. 


A contractual right or contractual obligation to receive, deliver or exchange financial 
instruments is itself a financial instrument. A chain of contractual rights or contractual 
obligations meets the definition of a financial instrument if it will ultimately lead to the receipt 
or payment of cash or to the acquisition or issue of a residual interest. 


Examples of financial assets representing a contractual right to receive cash: 


e a deposit with a bank or similar financial institution; 
e a bank account held with a financial institution; 
e accounts receivable; or 


e loans receivable. 


Other types of financial instruments include those where the economic benefit to be received 
or given up is a financial asset other than cash. 


There are also instances of financial instruments where one party’s contractual right is 
matched by another party’s corresponding obligation. For example: 


e accounts receivable and payable; 
e notes receivable and payable; 
e loans receivable and payable; and 


e bonds receivable and payable. 
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Physical assets (i.e., non-monetary) 


e Property, plant and equipment, inventory, etc., leased assets and intangible 
$ assets can generate cash inflows (or another financial asset), but do not give 

rise to a present contractual right to receive cash or another financial asset and 
therefore would not qualify as financial assets. 


Prepayments 


e Non-refundable pre-paid expenses are not financial assets as they do not give 
rise to a contractual right to receive cash or another financial asset, but rather 
to receive goods or services. 


3.3 Financial liabilities 


&. A financial liability is any liability that is a contractual obligation to: 
e deliver cash or another financial asset to another entity; or 


e exchange financial assets or financial liabilities under conditions that are 
potentially unfavourable to the entity. 
Examples of financial liabilities representing a contractual obligation to deliver cash: 
e accounts payable; and 
e loans payable. 
Obligations can arise through contracts with suppliers and employees, legislation (e.g., 


income taxes and social benefits payable), and an entity's actions (e.g., a constructive 


obligation). However, the following obligations arising as a result of the above are not financial 


liabilities: 
Non-contractual liabilities 
e social benefits are not financial liabilities as they result from legislation rather 
than a contractual arrangement; 
`o e income taxes payable, they are dealt with in IAS 12 on Income Taxes and VAT 
Q payable are not financial liabilities as they result from statute; 


e constructive obligations as defined in GRAP 19 are not financial liabilities as 
they do not arise from contracts; 


Provision for onerous contracts 


e Provision for onerous contracts are not financial liabilities as they result from 
unavoidable costs of meeting the obligations under the contract as defined in 
GRAP 19; 
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Finance leases 


e As mentioned under the section on scope, finance leases, i.e., finance lease 
investments (lessor) and finance lease obligations (lessee) recognised in the 
statement of financial position, are financial instruments however only the 
impairment, derecognition, presentation and disclosure provisions of GRAP 104 
are applicable.. 


Operating leases 


e On the other hand, operating leases are not considered to be financial 
instruments as the contract merely provides for the use of the asset in exchange 
for consideration payable to the lessor. 


e Operating lease receivables and payables are only financial instruments when 
the lease conditions have been fulfilled and the parties are entitled to receive or 
have an obligation to pay cash or another financial instrument. The financial 
asset and financial liability will be recognised in the statement of financial 
position of both parties as a receivable and payable respectively. 


e Operating lease assets or liabilities resulting from the straight-lining of operating 
lease payments are also not considered to be financial instruments as they arise 
from an accounting treatment and do not reflect a current obligation to pay cash 
or another financial asset. 


Initial recognition 


Recognise only when an 
entity becomes a party to 
the contractual provisions of 
the instrument 


Financial instruments: 


Recognise financial assets 
using trade date accounting 


Recognise financial instruments only when an entity becomes a party to the contractual 
provisions of the instrument 


When an entity has an unconditional legal right to receive, or an unconditional legal obligation 
to pay, cash, it becomes a party to the provisions (or terms and conditions) of an instrument 
(contract). 


Planned future transactions, no matter how likely, are not financial assets and financial 
liabilities, because the entity has not become a party to a contract. 


Financial assets are recognised and derecognised using trade date accounting 


The trade date is when an entity commits itself to purchase (recognise) or sell (derecognise) 
an asset. When a financial asset is purchased, an entity recognises the financial asset and a 
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liability for the settlement of the purchase price on trade date. When a financial asset is sold, 
the financial asset is derecognised and a receivable is recognised on trade date. 


n Note that the use of trade date accounting is only for financial assets and not 
financial liabilities. For financial liabilities, an entity will use the general recognition 
and derecognition criteria as discussed in the section on Derecognition of 
financial liabilities. 


Example: Trade date accounting 


Entity G commits itself to purchase a financial asset for R500, 000 from GG bank on 15 
April 2011, which is the fair value of the asset on that day. No transaction cost was incurred. 
The financial asset is payable on 30 June 2011. 


15 April 2011 is the trade date of the transaction, while 30 June 2011 is the settlement date 
of the transaction. 


Entity G will record the transaction on trade date as follows: 


15 April 2011 


Recognising financial asset purchased 


30 June 2011 Credit 


Recognising payment for financial asset purchased 
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Distinguishing between financial liabilities and residual interests 


A financial instrument is a residual interest, when an entity is a party to the contractual 
provision of the instrument (i.e., meets the recognition criteria), but does not have any 
obligation to: 


e deliver cash or another financial asset to the other party; or 
e exchange financial instruments under conditions that are unfavourable to the entity, 


in other words, it does not meet the definition of a financial liability. 


A residual interest merely entitles the holder of the interest to a part of the net assets of another 
entity, and any payments made to the holder are discretionary, for example, dividends or 


similar distributions are paid to holders at management’s discretion. 


When determining the type of financial instrument, the substance of the transaction rather than 
the legal form is considered. Some financial instruments take the legal form of a residual 
interest but in substance they are liabilities. In other instances, the financial instruments have 
a combination of features associated with residual interests and financial liabilities. 


Preference shares that: 


= e provide for a mandatory redemption by the issuer for a fixed or determinable 
“9 amount at a fixed or determinable future date; or 


J e that give the holder the right to require the issuer to redeem the shares at a 
particular date for a fixed or determinable amount; 


are financial liabilities and not a residual interest. 


On the other hand, when distributions to holders of preference shares, whether 
cumulative or non-cumulative, are at the discretion of the issuer, the shares are 
residual interests. 


A financial instrument that does not give the issuer an unconditional right to avoid delivering 
cash or another financial asset to settle a contractual obligation is a financial liability. 


Contingent settlement provisions 


w A financial instrument may require an entity to deliver cash or another financial asset 

Q (or otherwise to settle it in such a way that it would be a financial liability), in the event 
of occurrence or non-occurrence of uncertain future events that are beyond the 
control of both the issuer and holder of the instrument. The issuer of such an 
instrument does not have the unconditional right to avoid delivering cash or another 
financial asset (or otherwise to settle it in such a way that it would be a financial 
liability). 
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Therefore, the issuer has a financial liability unless: 


e apart of a contingent settlement provision that could require settlement in cash 
or another financial asset (or in another way that it would be a financial liability) 
is not genuine; and 


e in the event of liquidation of the issuer, the issuer can be required to settle the 
obligation in cash or another financial asset (or in another way that it would be 
a financial liability). 


4.2 Compound financial instruments [Complex instruments] 


When an entity issues a non-derivative financial instrument (refer to the following section 
which explains what derivative financial instruments are), an entity should evaluate the 
terms of the instrument to determine what kind of instrument it is, i.e., a financial asset, liability 
or residual interest. When an instrument contains both a liability and residual interest 
component; such components should be classified separately as a financial asset, financial 
liability or a residual interest based on the substance of the contractual arrangement and the 
definitions of a financial asset, financial liability or a residual interest. 


When a financial instrument of an entity (the issuer) creates both: 
e a financial liability of the entity; and 


e grants an option to the holder of the instrument to convert it into a residual interest of the 
entity, 


The components should be recognised separately. This is a compound financial instrument 
consisting of a liability component (for example, the entity’s obligation to make scheduled 
payments of interest and principal of a convertible bond (for as long as it is not converted)) 
and a residual interest component (for example, a call option granting the holder the right, for 
a specified period of time, to convert the bond into a fixed number of ordinary shares of the 
entity). 
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Example: Compound financial instrument 


Entity J issues 1,500 convertible bonds at the start of year 1. The bonds have a two-year 
term, and are issued at par with a face value of R1,200 per bond. The fair value of the bond 
(compound financial instrument) amounts to R1.8 million (R1,200 x R1,500). 


Interest is payable annually, in arrears, at a nominal annual interest rate of 5%. 
Each bond is convertible by the holders at any time after maturity, into 200 ordinary shares. 


When the bonds are issued, the prevailing market interest rate for similar debt without a 
conversion option is 8%. 


This is a compound financial instrument. It comprises of a liability component, which 
represents the obligation to pay interest annually and settle the bonds on redemption date, 
and a residual interest component, which represents the option for holders to convert the 
bonds into ordinary shares. 


Entity J will have to recognise separately the liability component and the residual value 
component in the statement of financial position. Refer to the next example which illustrates 
how this will be done. 


In order for an entity to recognise a compound instrument in its two components, an entity 
should allocate the fair value of the compound financial instrument as a whole, to its liability 


and residual interest components. 


The value for the liability component is measured first and then that value is deducted from 
the fair value of the compound financial instrument as a whole, to obtain the value for the 


residual interest. 


In order to determine the value of the liability component, which represents the scheduled 
payments of interest and principal, an entity uses the fair value of a similar liability without an 
equity conversion option and calculates the present value thereof. 


Example: Measurement of a compound financial instrument 
Assume the same information as in the previous example. 


The liability component should be measured first, and then the difference between the fair 
value of the bonds (compound financial instrument as a whole) and the fair value of the 
liability is assigned to the residual interest component. 


The present value of the liability component is calculated using a discount rate of 8%, based 
on the market rate of similar bonds without conversion rights. 

Present value of principal, R1,800,000, payable at R1,543,210 

end of year 2 


Present value of interest, R90,000 payable R160,494 
annually in arrears for 2 years 


Fair value of the liability component R1,703,704 
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Present values are calculated as follows by using MS Excel or a financial calculator: 
Principal Interest 
FV = R1,800,000 PMT = R90, 000 (R1, 800,000 x 

5%) 

N = 2 years N = 2 years 
i= 8% i= 8% 
PV = R1,543,210 PV = R160,494 
Fair value of the compound financial instrument R1,800,000 
Fair value of the liability component R1,703,704 
Therefore, the fair value of the residual interest R96,296 
component is: 


Example: Conversion of compound financial instrument 
Assume the same information as in the previous two examples. 


At the end of year 2, the holders exercised their options to convert the bonds into ordinary 
shares. 


Entity J should therefore derecognise the liability component and recognise it as a residual 
interest. 


The value of the liability component would have increased to the redemption value of the 
bonds at the maturity date (at the end of year 2), which is R1, 800,000. This is shown below. 


Calculations of liability component outstanding and nominal and effective interest 
for the two years are as follows: 


Effective interest year 1 R136,296 
(R1, 703,704 x 8%) 

Actual interest paid year 1 R90,000 
(R1, 800,000 x 5%) 

Difference between effective and actual interest R46,296 
credited to liability (R136,296 - R90,000) 
Balance of liability end of year 1 is therefore R1,750,000 
(R1,703,704 + R46,296) 

Effective interest year 2 R140,000 
(R1, 750,000 x 8%) 

Actual interest paid year 2 R90,000 
(R1, 800,000 x 5%) 

Difference between effective and actual interest R50,000 
credited to liability (R140,000 - R90,000) 
Balance of liability end of year 2 is therefore R1,800,000 
( R1,750,000 + R50,000) 
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The liability will increase annually with the interest calculated on the outstanding balance 
per year at an interest rate of 8%. 


As the actual interest paid is only R90,000, the difference between the actual interest paid 
and the effective interest on the outstanding balance of R46,296 should be credited to the 
liability. This will increase the outstanding balance of the liability to R1,750,000. 


In year 2, the difference between the actual interest paid and the effective interest on the 
outstanding balance of R50, 000 should again be credited to the liability, which will result 
in the liability increasing up to R1,800,000 at date of maturity which is equal to the 
redemption value of the bonds. 


Journal entries: 


The journal entries for the above and the derecognition of the liability component will be as 
follows: 


Year 1 Debit 


Convertible bond — liability component ae 


Residual interest 96,296 


Recognising convertible bond issued 


Year 1 Debit Credit 


Interest expense 


Bank (actual interest paid nominal 


amount) 


Bank (actual interest paid nominal 
amount) 


Convertible bond — liability component 50,000 


Recognising interest paid and interest on convertible bond 


Issued September 2022 Page 24 of 168 


5.1 


GRAP 104 on Financial Instruments 


Year 2 Debit Credit | 


Convertible bond — liability component 1,800,000 


Residual interest | | 1,800,000 


Derecognising liability component and recognising as residual 
interest 


Classification 

Classification of financial assets 

Financial assets must be classified as subsequently measured at: 
e amortised cost; or 


e fair value through surplus or deficit. 


This classification and measurement model of financial assets is determined by: 
e the entity’s management model under which the financial assets are managed; and 
e the contractual cash flow characteristics of the financial assets: solely payments of 


principal and interest (SPPI). 


This assessment is judgmental and ensures that the measurement basis used for financial 
assets reflects the underlying characteristics of the instrument and the reasons why an entity 


holds an instrument. 


Q The order in which the management model and SPPI tests are performed will not 
impact the classification, but it may be efficient to test the management model first 
as it is usually performed at a portfolio level. 


Management model 


The management model refers to how an entity manages its financial assets in order to 


generate cash flows. The following management model categories are used: 
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Management model Key features 


Held to collect The objective is to hold financial assets to collect the contractual 
cash flows over the life of the instrument, however the entity need 
not hold all the instruments until maturity. 


The sale of financial assets may occur, but sales would be 
considered incidental to the objective. 


When sales do occur, it is usually to manage credit risk, and they 
are infrequent or insignificant in value. 


Held to collect and sell | The objective is to collect contractual cash flows and sell financial 
assets. 


The frequency and value of sales of financial assets is usually 
greater than those held to collect. 


Held for sale The objective of realising cash flows is mainly through the sale of 
the financial assets. 


The entity makes decisions based on the assets’ fair values and 
manages the assets to realise those fair values. In this case, the 
entity’s objective will typically result in active buying and selling, 
i.e., through trading activities. 


The management model is determined: 
e by management as defined in GRAP 24 on Related Party Disclosures; 


ea e ata level that reflects how groups of financial instruments are managed 
“9 together to achieve a particular objective i.e., not instrument-by-instrument 
Q determination; 


e based on the activities an entity undertakes to achieve the management model 
and not merely an assertion; 


e disregarding scenarios that the entity does not reasonably expect to occur, 
such as so-called “worst case” or “stress case” scenarios; and 


e based on all relevant evidence at the date of the assessment. 
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Steps in applying the management model test: 


e — Segregate the financial assets into groups or portfolios based on how the entity 
manages them. 


e Identify the entity’s objectives in managing each group or portfolio of financial 
assets. 


e Assess all relevant and objective evidence including: 


o How the management model performance is evaluated and reported to 
& management; 


o Risks affecting the performance of management model and how those risks 
are managed; 


o How managers are compensated — is compensation based on fair value of 
assets managed or contractual cash flows collected? 


e Based on the objectives, classify each group or portfolio as being — held to 
collect, held to collect and sell, or held to sell. 


Contractual cash flow characteristics — SPPI test 

Entities should determine if the contractual cash flows of a financial asset are solely payments 
of principal and interest, where: 

e principal is the fair value of the financial asset at initial recognition. 

e interest is the consideration of the time value of money and credit risk but may include 


other basic lending risks and costs, and a profit margin. 


Contractual cash flows meet the SPPI test when the principal amounts outstanding are 
consistent with a basic lending arrangement. In a basic lending arrangement, consideration 
for the time value of money and credit risk are typically the most significant elements of 
interest. 

GRAP 104 identifies factors to be considered in applying the SPPI test: 

e Time value of money; 

e Non-genuine or de minimis payment terms; 

e Rights in the event of bankruptcy; 

e Regulated interest rates’; 

e Contractual terms that change the timing or amount of contractual cash flows; 

e Contingent payment features; 


e Leverage; and 
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e Non-recourse arrangements. 


? 

Q The contractual cash flow characteristic assessment (SPPI test) is made on an 
instrument-by-instrument basis and on the facts and circumstances that existed at 
initial recognition of the financial asset. 


Modified time value of money 


Time value of money is the element of interest that provides consideration for the passage of 
time. It does not provide consideration for any other risks or costs associated with holding the 
financial asset. For example, a fixed rate bond or loan provides the holder with consideration 
for the time value of money; however an investment in residual interest does not, as the cash 


flows are not usually specified. 


Determining whether the consideration is for passage of time involves judgement and 
consideration of other factors such as the period for which the interest rate is set, and the 


currency in which the financial asset is denominated. 


When time value of money is “modified” it means that the relationship between the passage 


of time and the interest rate is imperfect. For example, 


e Instruments with variable interest rates where the frequency of interest rate reset does not 
match the tenor/maturity of the instrument. For example, interest is reset every month to 
a one-year rate instead of the one month rate. 


e Instruments with a variable Instruments with a variable interest rate but the variable interest 
is reset before the start of the interest period (for example, two months before so that the 
rate at the date of reset is not the current floating rate but is instead the floating rate two 
months before). 


The result is a variability in cash flows that is not consistent with a basic lending arrangement. 
The entity should consider whether the modification is significant by performing a qualitative 
or quantitative assessment of time value of money. The objective is to determine how different 
are the contractual undiscounted cash flows if time value of money element was not modified 


(the benchmark cash flows). If significant, the SPPI test is not met. 


When it is evident with little or no analysis, that the contractual (undiscounted) cash flows on 
the financial asset under the assessment could (or could not) be significantly different from 
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the (undiscounted) benchmark cash flows, it is not necessary to perform a detailed 


assessment. 


“9° 
I The term ‘significantly different’ is not defined in GRAP 104 and no quantitative 
threshold is provided, but in practice only a small variation would be permitted. 


When a financial asset meets the SPPI test it will be classified as measured at amortised cost 
depending on the outcome of the management model test. If the SPPI test is not met, the 
financial asset will be measured at fair value through surplus or deficit, regardless of the 
management model in which the asset is held. 


Non-genuine or de minimis payment terms 


Payment terms are not genuine when they affect an instrument’s contractual cash flows only 
on occurrence of an event that is extremely rare, highly abnormal and very unlikely to occur. 
Such terms are de minimis only if de minimis in each reporting period, and cumulatively over 


the life of the financial instrument. 


Contract terms that are not genuine or de minimis should not be considered in applying the 
SPPI test. 


Rights in the event of bankruptcy 


A financial asset will not fail the SPPI test on the basis that it is subordinated to other 
instruments issued by the debtor. Subordinated financial assets may meet the SPPI test only 
if the debtor’s non-payment is a breach of contract and the holder has a contractual right to 


unpaid amounts of principal and interest in the event of the debtor’s bankruptcy. 
Regulated interest rates 


A government or a regulatory authority may establish interest rates, for example, such 
government regulation of interest rates may be part of a broad macroeconomic policy or it may 
be introduced to encourage entities to invest in a particular sector of the economy. 


The regulated interest rate may be used as a proxy for the time value of money element for 
the purpose of applying the SPPI test if that regulated interest rate provides consideration that 
is broadly consistent with the passage of time and does not provide exposure to risks or 
volatility in the contractual cash flows that are inconsistent with a basic lending arrangement. 
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Contractual terms that change the timing or amount of contractual cash flows 


Some financial assets contain prepayment options for the issuer, put options for the holder 
and extension option terms. These do not necessarily violate the SPPI contractual cash flow 
characteristics test. However, the entity must determine whether the contractual cash flows 
that could arise over the life of the instrument due to that contractual term are SPPI on the 


principal amount outstanding. 


To make this determination, contractual cash flows both before and after the change in cash 
flows should be assessed. The nature of contingent event(s) (i.e., the trigger) may also need 
to be assessed. 


Some examples of contractual terms that result in contractual cash flows that are 
SPPI on the principal amount outstanding: 


e A variable interest rate that consists of consideration for the time value of 
money, the credit risk associated with the principal amount outstanding during 
a particular period of time (the consideration for credit risk may be determined 
at initial recognition only, and so may be fixed) and other basic lending risks 
and costs, as well as a profit margin. 


ay e A contractual term that permits the issuer (i.e., the debtor) to prepay a debt 

? instrument or permits the holder (i.e., the creditor) to put a debt instrument 

Q back to the issuer before maturity and the prepayment amount substantially 
represents unpaid amounts of principal and interest on the principal amount 
outstanding, which may include reasonable additional compensation for the 
early termination of the contract. 


e  Acontractual term that permits the issuer or the holder to extend the contractual 
term of a debt instrument (i.e., an extension option) and the terms of the 
extension option result in contractual cash flows during the extension period 
that are solely payments of principal and interest on the principal amount 
outstanding, which may include reasonable additional compensation for the 
extension of the contract. 

A financial asset that would otherwise give rise to cash flows that are SPPI on the principal 
amount outstanding, but does not do so only as a result of a contractual term that permits (or 
requires) the issuer to prepay the debt instrument or permits (or requires) the holder to put a 
debt instrument back to the issuer before maturity is eligible to be measured at amortised cost 


(when it meets the requirements) if: 


e the entity acquires or originates the financial asset at a premium or discount to the 


contractual par amount; 
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e the prepayment amount substantially represents the contractual par amount and accrued 
(but unpaid) contractual interest, which may include reasonable compensation for the early 


termination of the contract; and 


e when the entity initially recognises the financial asset, the fair value of the prepayment 


feature is insignificant. 


Similarly, a financial asset with an extension option would still meet the SPPI test if the terms 
in the extension period result in contractual cash flows that also meet the SPPI test. 


Contingent payment features 


Some agreements include contingent payment terms that may change the timing or amount 
of contractual cash flows for reasons other than changes in market rates of interest, 
prepayments or term extensions. 


In such instances, an entity must assess the nature of the contingent event (i.e. trigger 
event) that would change the nature or timing of the contractual cash flows. The nature of 
the contingent event is not in itself a determinative factor but is an indicator of whether the 
contractual cash flows meet the SPPI test. 


For example, a financial instrument whose interest rate is reset if the debtor misses a specific 
number of payments is likely to meet the SPPI test because the terms are consistent with a 
basic lending arrangement. Contrastingly, a financial instrument whose interest rate is reset 
based on the debtor’s performance or if a specified equity index reaches a particular level is 
likely to fail the SPPI test. This is because these features do not represent the significant 
elements of ‘interest’ — the contractual cash flows reflect a return that is inconsistent with a 
basic lending arrangement. 


Leverage 


Leverage is a contractual cash flow characteristic of some financial assets. It increases the 
variability of the contractual cash flows and therefore these financial instruments do not 
contain the economic characteristics of interest and fail the SPPI test. Examples are stand- 
alone options, forward and swap contracts. Therefore, derivatives always fail the SPPI test 
and are classified at fair value through surplus or deficit. 


Non-recourse arrangements 


Some financial assets with contractual cash flows described as principal and interest may fail 
the SPPI test. This may be the case with lending arrangements where the creditor's claim is 
limited to specified assets of the debtor or the cash flows from specified assets (“non-recourse 
financial assets”). In such arrangements, the lender must “look through” to the underlying 


assets or cash flows in making the determination. If the terms of the financial asset give rise 
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to any other cash flows or otherwise limit the cash flows, the asset does not meet the SPPI 
test. 


5.1.1 Financial assets classified 
Financial assets are classified and measured at amortised cost when: 
e they are held with the objective to collect the contractual cash flows; and 


e the cash flows are solely payment of principal and interest. 


Investments with fixed or determinable payments would meet the SPPI criteria, 
e however some investments may not qualify for measurement at amortised cost 

because of an entity’s management model. An entity with an active strategy of selling 
investments (and/or holding and selling investments) that have contractual cash 
flows that are SPPI, will measure investments at fair value through surplus or deficit 
and not at amortised cost. 


> Irrevocable designation at initial recognition 


Regardless of the management model and cash flow characteristic assessment, 
financial assets may, at initial recognition, be irrevocably classified at fair value 
through surplus or deficit if doing so eliminates or significantly reduces an accounting 
mismatch. 


5.1.2 Financial assets at fair value through surplus or deficit 
Financial assets that are not classified at amortised cost are classified at fair value through 


surplus or deficit. 


Financial assets that do not meet the SPPI criteria are classified as fair value through surplus 
or deficit. Examples of financial assets that fail the SPPI criteria and classified at fair value 
through surplus or deficit include: 


e derivative financial assets (e.g., options, swaps and forward contracts) as they are 
considered held for trading. 


e investments in residual interests as their contractual terms give rise to equity risk. 
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Practical expedient: fair value of an investment in residual interest cannot be 
- reliably measured 


J Investments in residual interests are measured at fair value, unless the fair value 
cannot be reliably measured. In such cases, GRAP 104 provides a practical 
expedient for the investment to be measured at cost. However, the investment should 
be measured at fair value through surplus or deficit when a reliable measure of fair 
value becomes available. 
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The diagram below summarises the classification requirements for financial assets. 


Determine the 
management model 


Hold to collect 
Hold to collect contractual cash 


ciate cash flows and sell or hold 
to sell 


Contractual cash Contractual cash 
fl fora nino gS flows do not flows do/do not 
P represent SPPI represent SPPI 


Fair value through Fair value through 
surplus or deficit surplus or deficit 


Amortised cost 


Irrevocably designate 
gj 2S fair value through 
surplus or defict 


5.2 Classification of financial liabilities 


All financial liabilities are classified as subsequently measured at amortised cost except for 


the following: 


e Financial liabilities at fair value through surplus or deficit, including derivatives that are 


financial liabilities — These are subsequently measured at fair value; 
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Financial liability at fair value through surplus or deficit is a financial liability that 
meets one of the following conditions: 


e |t meets the definition of held for trading. 


e Upon initial recognition it is designated by the entity as at fair value through 
surplus or deficit. 


Trading refers to the active and frequent buying and selling of financial instruments. 
e. Financial instruments held for trading are held with the objective of generating a profit 
from short-term fluctuations in price. 


Financial liabilities held for trading include: 
e Derivative liabilities; 


e Obligations to deliver financial assets borrowed by an entity that sells financial 
assets it has borrowed and does not yet own (i.e., a short seller); 


e Financial liabilities incurred with the intention to repurchase them in the near 
term; and 


e Financial liabilities that are part of a portfolio of financial instruments that are 
managed together and for which there is evidence of recent pattern of short- 
term profit-taking. 


Liabilities may be used to fund trading activities, however this does not make those 
liabilities held for trading. 


Financial liabilities that arise when a transfer of a financial asset does not qualify for 
derecognition — These are measured in accordance with the requirements on transfers 


that do not qualify for derecognition; 


Financial guarantee contracts — The issuer of such contracts subsequently measures them 
at the higher of: 


o The amount of the loss allowance; and 


o The amount initially recognised less the cumulative amount of revenue recognised in 
accordance with GRAP 9. 


Commitments to provide a loan at a below-market interest rate — The issuer of such a 
commitment should subsequently measure it at the higher of: 


o The amount of the loss allowance; and 


o The amount initially recognised less the cumulative amount of revenue recognised in 
accordance with GRAP 9. 


Contingent consideration recognised by an acquirer in a transfer of functions between 
entities not under common control to which GRAP 106 applies — The contingent 
consideration should be subsequently measured at fair value with changes recognised in 
surplus or deficit. 
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Irrevocable designation at initial recognition 


An entity may, at initial recognition, irrevocably designate a financial liability at fair 
T value through surplus or deficit if doing so provides more relevant information 
S because: 


e it eliminates or significantly reduces an accounting mismatch; or 


e a group of financial liabilities are managed and their performance is evaluated 
on a fair value basis in accordance with documented risk management or 
investment strategies, and this information is provided internally to the entity's 
management. 


5.3 Derivatives and embedded derivatives [Complex instruments] 


5.3.1 Identifying a derivative 


A derivative is a financial instrument, or other contract within the scope of GRAP 
104, with all three of the following characteristics: 


e Its value changes in response to a change in a specified interest rate, financial 
a. instrument price, commodity price, foreign exchange rate, index of prices or 
rates, credit rating or credit index, or other variable, provided in the case of a 
non-financial variable that the variable is not specific to a party to the contract 
(sometimes called the ‘underlying’; 


e |t requires no initial net investment or an initial net investment that is smaller 
than would be required for other types of contracts that would be expected to 
have a similar response to changes in market factors; and 


e __ It is settled at a future date. 


Derivatives meet the definition of a financial asset and a financial liability, but do not generally 
result in a transfer of the underlying (e.g., commodities, foreign currencies and equity 
instruments) on inception of the contract, nor does a transfer necessarily take place on 
maturity of the contract. 


The following table provides examples of typical derivative contracts, which also indicates the 
main pricing variable of the contract: 


Type of contract | Underlying variable | 


Interest rate swap Interest rates 


Credit rating, credit index or credit price 


Total fair value of the reference asset and 
interest rates 


Currency rates 
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Commodity futures Commodity prices 


Currency forward Currency rates 


The terms of the exchange are determined on inception of the derivative. Those terms may 
become either favourable or unfavourable as prices in the financial markets change. 
Therefore, a derivative can be a financial asset or a financial liability. 


One of the defining characteristics of a derivative is that it has an initial investment that is 
smaller than would be required for other types of contracts. For instance, a fixed for floating 
interest rate swap would expose parties to a variable interest rate without requiring the investor 
to invest in the underlying loan which derives the exposure to a variable interest rate. 


The definition refers to non-financial variables that are not specific to a party to the contract. 
For example, these may include an index of earthquake losses in a particular region and an 
index of temperatures or rainfall in a particular city. An example of non-financial variables that 
are specific to a party to the contract, and therefore do not meet the definition of a derivative, 
can include the occurrence or non-occurrence of a fire that damages or destroys an asset of 


a party to the contract. 


Derivatives include financial options, futures and forwards, interest rate swaps and currency 


swaps. These are discussed in more detail below. 
Options 


An option is a financial instrument that gives its owner the right, but not the obligation, to buy 
or sell an asset at a predetermined price at, or before, a certain date in the future. In other 
words, the owner of an options contract may, or may not, exercise the option, but the option 
contract is binding on the originator (or writer) of the option. Options are derivative instruments, 
as their fair price is derived from the value of the other asset, called the underlying. The 
underlying is commonly a stock, a bond, or a futures contract, though many other types of 
options exist; options can, in principle, be created for any type of asset. 


An option to buy something is called a “call”; an option to sell is called a “put”. The price 
specified at which the underlying may be traded is called the strike price. The process of 
activating an option and thereby trading the underlying at the agreed-upon price is referred to 
as exercising it. Most options have an expiration date. If the option is not exercised by the 
expiration date, it becomes void and worthless. 


Issued September 2022 Page 37 of 168 


GRAP 104 on Financial Instruments 


In return for granting the option (known as writing the option), the originator of the option 
collects a payment (the premium) from the buyer. This premium is part of the initial recognition 
of the financial instrument and is not a transaction cost. The writer of an option must make 
good on delivering (or receiving) the underlying asset or its cash equivalent, if the option is 


exercised. 
Types of option contracts include ‘exchange-traded options’ and ‘over-the-counter options’. 


Exchange-traded options usually involve standardised contracts and examples may include 
stock options, commodity options, bond options, options on future contracts, etc. 


Over-the-counter options are not listed on an exchange and examples may include interest 
rate options, options over agricultural produce, etc. 


Futures 


A futures contract is a standardised exchange-traded contract, to buy or sell a specified asset 
of standardised quantity and quality at a specified future date, at a price agreed today (the 
futures price). 


The underlying asset or item can be commodities, currencies or securities. 


A futures contract gives the holder the obligation to make or take delivery under the terms of 
the contract. In other words, both parties to a futures contract must fulfil the contract on the 
settlement date. The seller delivers the underlying asset to the buyer, or, if it is a cash-settled 
futures contract, then cash is transferred from the party who sustained a loss to the one who 
made a profit. 


Forwards 


A forward contract (or simply a forward) is a non-standardised contract, i.e., individually 
tailored between two parties to buy or sell an asset at a specified future time at a price agreed 
today. This is in contrast to a spot contract, which is an agreement to buy or sell an asset 
today. It costs nothing to enter into a forward contract. The price agreed upon is called the 
delivery price, which is equal to the forward price at the time the contract is entered into. 


Forwards, like other derivative securities, can be used to hedge risk (typically currency or 
exchange rate risk), as a means of speculation, or to allow a party to take advantage of a 
quality of the underlying instrument which is time-sensitive (this is referred to as hedge 


accounting). 
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Forward contracts are very similar to futures contracts, except that they are not exchange- 
traded, or defined on standardised assets. 


Swaps 


A swap is a derivative in which counterparties exchange certain benefits of one party's 
financial instrument for those of the other party's financial instrument. The benefits in question 
depend on the type of financial instruments involved. 


The two counterparties agree to exchange one stream of cash flows for another stream. 
Usually at the time when the contract is initiated at least one of these series of cash flows is 
determined by a random or uncertain variable such as an interest rate, foreign exchange rate, 
equity price or commodity price. The cash flows are calculated over a notional principal 


amount. 


Swaps can be used to hedge certain risks such as interest rate risk, or to speculate on changes 
in the expected direction of underlying prices. 


Types of swaps usually include interest rate swaps, currency swaps, commodity swaps, etc. 


An interest rate swap contract may be viewed as a variation of a forward contract in which the 
parties agree to make a series of future exchanges of cash amounts, one amount calculated 
with reference to a floating interest rate and the other with reference to a fixed interest rate. 


5.3.2 Identifying an embedded derivative 


Take note that this section only deals with embedded derivatives that have not been dealt 
with in the previous two sections (i.e., section on Distinguishing between financial liabilities 
and residual interests and section on Compound financial instruments [Complex 
instruments]). Therefore, it will typically deal with the separation of embedded derivatives 
from the perspective of holders of hybrid financial instruments. 


An embedded derivative is a component of a hybrid contract that also includes a non- 
derivative host contract - with the effect that some of the cash flows of the combined 
instrument vary in a way similar to a stand-alone derivative. 


A host contract can be a lease, purchase or insurance contract or another financial 
instrument, such as debt or equity, which is combined with an embedded derivative 
to create a hybrid instrument. An example of a hybrid instrument is a bond that has 

e. features common to a bond, but is also dependent upon the performance of shares 
(equity) for which it can be exchanged, the latter of which is the embedded derivative. 
A reference to the performance of the gold price would also be an embedded 
derivative. 
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An embedded derivative causes some or all of the cash flows that otherwise would 
be required by the contract to be modified according to a specified interest rate, 
financial instrument price, commodity price, foreign exchange rate, index of prices or 
rates, credit rating or credit index, or other variable, provided in the case of a non- 
financial variable that the variable is not specific to a party to the contract. A derivative 
that is attached to a financial instrument, but is contractually transferable 
independently of that instrument, or has a different counterparty from that instrument, 
is not an embedded derivative, but a separate financial instrument. 
Accounting for embedded derivatives depends on whether the hybrid contract contains a host 
that is a financial asset within the scope of GRAP 104. If the hybrid contract has a financial 
asset host, then the entire contract is classified following the classification requirements for 
financial assets. For other hybrid contracts where the host is not an asset within the scope of 
GRAP 104, the embedded derivative will be separated from the host contract and accounted 


for as a derivative if, and only if, all of the following apply: 


e the economic characteristics and risks of the embedded derivative are not closely related 
to the economic characteristics and risks of the host contract; 


e a separate instrument with the same terms as the embedded derivative would meet the 
definition of a derivative; and 


e the hybrid contract is not measured at fair value with the changes in fair value recognised 
in surplus or deficit (i.e., a derivative that is embedded in a financial instrument at fair value 


is not separated). 


When the embedded derivative is separated, the host contract will be accounted for in 
accordance with the appropriate Standard of GRAP. 


Designation of hybrid contracts 


A hybrid contract that contains a host that is not an asset within the scope of this 
Standard may be designated in its entirety as at fair value through surplus or deficit 


bI unless: 


e the embedded derivative does not significantly modify the cash flows that 
otherwise would be required by the contract; or 


e itis clear (with little or no analysis) when a similar hybrid instrument is 
considered that separation of the embedded derivative is prohibited. 


If an entity is unable to separately measure initially or subsequently, an embedded derivative 
which GRAP 104 requires it to be separated from its host, then the entity should designate the 
entire hybrid contract as at fair value through surplus or deficit. 


The following provides guidance on whether an embedded derivative is included in a contract 
(as specified): 
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Description of contract and features 


An entity is leasing a property for 8 years and 
the contract states that the rental payments 
will increase annually in line with the 
consumer price index (CPI). 


An entity is leasing a property for 8 years and 
the contract states that the rental payments 
will increase annually in line with the South 
African Property Price Index. 


An entity is leasing a property in 
Johannesburg for 8 years and the contract 
states that the rental payments will increase 
annually in line with the United Kingdom 
Consumer Price Index. 


An entity (in South Africa) enters into an 
agreement to sell goods to an entity situated 
in Zambia. The contract price is in US 
dollars. Consequently, the contract price will 
be settled in US dollars, which is neither 
country’s functional currency. 


Does the contract contain an embedded 
derivative 


The rental payments escalate in accordance 
with an inflation index in the same economic 
environment as the lease. Therefore, this 
feature is closely related to the host contract, 
and no embedded derivative exists. 


The entire lease contract will be accounted 
for in accordance with GRAP 13 on Leases. 


The accounting treatment will be the same 
as above i.e., the entire lease contract will be 
accounted for in accordance with GRAP 13. 


If the rental payments increased in line with 
the United Kingdom Price Index, the feature 
will not be closely related to the host contract 
as the inflation index is not in the same 
economic environment as the lease. 
Consequently, the embedded derivative 
should be separated from the host lease 
contract and accounted for as a financial 
instrument. The lease contract would still be 
accounted for in accordance with GRAP 13. 


Even though the contract will be settled in 
US dollars (which is not the functional 
currency of either country), if business 
transactions undertaken in South Africa or 
Zambia are usually denominated in US 
dollars, largely due to the instability of the 
currencies of the various countries in the 
region, it will be seen as common practice for 
the countries to conclude transactions in US 
dollars. Thus, the terms are closely related 
to the sale/purchase agreement; therefore, 
no embedded derivative exists. 


If, however, the currency transacted in was 
UK Pounds (which is assumed to be 
uncommon for these countries to transact in) 
the terms would not be closely related to the 
contract, as the UK Pound is not a common 
denominator within these countries. 
Consequently, the embedded derivative 
should be separated from the agreement 
and accounted for as a financial instrument. 
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Measurement 
Initial measurement 


Financial instruments should be initially measured at fair value plus or minus, in the case of 
a financial instrument not at fair value through surplus or deficit, transaction costs. Despite 
this requirement, GRAP 104 allows entities to measure short-term receivables and payables 
at their transaction price if they do not contain a material financing transaction. 


e. 


Transaction costs are incremental costs that are directly attributable to the 
acquisition, issue or disposal of a financial asset or financial liability. An incremental 
cost is one that would not have been incurred if the entity had not acquired, issued 
or disposed of the financial instrument. 


Transaction costs include fees and commissions paid to agents, advisors, brokers and 
dealers, levies by regulatory agencies and security exchanges, and transfer taxes and duties. 
It does not include debt premiums or discounts, financing costs or internal administrative or 


holding costs. 


For financial instruments that are measured at fair value through surplus or deficit, transaction 
costs are excluded from the fair value measurement at initial recognition, instead they are 


recognised as an expense in surplus or deficit. 


For financial instruments that are carried at amortised cost, transaction costs are included in 
the calculation of amortised cost using the effective interest method and, in effect, amortised 
through surplus or deficit over the life of the instrument. 


Transaction costs expected to be incurred on transfer or disposal of a financial instrument are 


not included in the measurement of the financial instrument. 


6.1.1 Determining fair value on initial measurement 


The best evidence of the fair value of a financial instrument on initial recognition will normally 


be the transaction price, i.e., the fair value of the consideration received or given. 


e. 


Fair value is the amount for which an asset could be exchanged, or a liability settled, 
between knowledgeable willing parties in an arm’s length transaction. 
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In some cases the fair value at initial recognition may differ from the transaction price, or part 
of the consideration received or given is something other than a financial instrument, then the 
fair value is estimated by using a valuation technique (this is discussed below). 


When no active market exists for a financial instrument, or something other than a financial 
instrument is received or given as consideration, an entity should determine the fair value by 
using a valuation technique. This includes using: 


e recent arm’s length market transactions; 


e if available, reference to the current fair value of another instrument that is substantially 


the same; 


e discounted cash flow analysis, discounting the future receipts (payments) of a financial 
instrument over the period of the contract, by using a market interest rate, to its present 


value; and 


e option pricing models, used for certain types of financial assets (e.g., warrants, put options, 
call options, etc.). The most common option pricing models are the Black-Scholes-Merton 


models and lattice models. 


Determining the market interest rate 


An entity should use a rate for a similar transaction with similar terms, adjusted for the 
credit risk of the counterparty involved. 


e As a practical expedient, an entity can consider using the prime lending rate as a basis 
for determining a market related rate for a group of loans or receivables. For instance, 

the prime lending rate could be used as a basis for determining a market related interest 

rate for consumer debtors, but should be adjusted for risks specific to those debtors. 


An entity could also consider using the government bond rate as a basis for determining 
a market related rate for debts owing to or from other government entities. The 
government bond rate should, however, match the maturity of the asset or liability and 
be adjusted for any other applicable risk. 


? Example: Determining the fair value using a valuation technique 


Entity V obtained a loan from Entity C which bears no interest. Entity C can estimate 
the fair value of the loan by determining the present value of all future cash receipts 
discounted at the prevailing market rate of interest for a similar loan (therefore similar 
as to term, type of interest rate, currency, etc.) with a similar credit rating. 
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Determining the credit rating 


To determine the credit rating of a debtor, an entity can make use of an external 
agency (for example, Fitch or Standards & Poor's) to provide the credit ratings, or it 
can do the rating itself based on knowledge of the debtor and past history of 
payments made by the debtor. 


y The credit rating of a debtor would be based on the following scales as an example: 
Q AAA - excellent rating 

AA - good rating 

BB — poor rating 

or 

High — excellent rating 

Medium — good rating 

Low — poor rating 


Consequently, the higher the rating, the better the creditworthiness and therefore the 
credit quality of the debtor. 


Fair value measurement considerations are discussed in more detail under subsequent 
measurement, as financial instruments at fair value through surplus or deficit are 
subsequently measured at fair value, and the likelihood of a financial instrument not having a 
reliable fair value at initial recognition, is remote. 


6.1.2 Determining material financing transactions 


For short-term receivables and payables, the fair value on initial recognition is the transaction 
price, unless the terms of the arrangement are not market related, for instance, where no, or 
a below-market rate of interest is charged for any initial credit period granted or received (i.e., 
the period between transaction date and the due date for payment). 


y Discounting of short-term receivables and payables 


q 


GRAP 104 does however state that short-term receivables and payables are not 
discounted where the initial credit period granted or received is consistent with 
the terms used in the public sector, either through established practices or 
legislation. 


Common practice may be, for example, where municipalities always allow consumers a period 


of time, after issuing the invoice, to settle their water and electricity accounts. 


Specific legislation may also prescribe credit terms for specific types of transactions, for 
example, under the PFMA and MFMA, entities must pay their creditors within 30 days of date 
of invoice. 
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If the initial credit period is not in line with practices or legislation in the public sector, entities 
will have to consider the effect of discounting, if it is material. Refer to the next section for more 
detail on Determining the fair value if the effect of discounting is material. 


Example: Determining fair value of short-term receivables if not market related 


Entity P’s credit policy states that debtors have to pay within 30 days after the invoice date. 
No interest is charged for the 30 days. 


These transactions are not market related as no interest is charged for the initial credit period 
which is 30 days. However, due to the fact that 30 days is normal practice for Entity P and 
similar entities, the credit period is deemed to be appropriate for the entity's operations based 
on an established practice. 


If it is assumed that Entity P charged R1 million for services provided to its debtors, it initially 
recognises the R1 million as revenue and a receivable. 


After the 30 days interest free credit period has elapsed, Entity P should consider the 
following: 
e whether late or non-payment by debtors is an indication of impairment; and 


e whether an impairment loss exists if it does not charge a market related rate of interest 
on the outstanding balance. 


If an account for short-term receivables is overdue, i.e., due date has lapsed and payment is 
not received, the entity must consider whether there is any indication that the receivable may 
be credit-impaired. Refer to the section on Impairment for more detail. 


It is very important to note the difference in the accounting for a receivable under initial 


recognition and measurement vs. accounting for it under subsequent measurement. 


Initial recognition refers to the time at which (or date on which) an entity should 

record an asset or liability for the first time in its statement of financial position (i.e., 

the date on which the entity actually entered into the transaction and the recognition 
e. criteria are met); 


Initial measurement refers to the amount that should be recognised in an entity’s 
accounting records on initial recognition (i.e., the date on which the entity entered 
into the transaction); and 


Subsequent measurement refers to the manner in which an entity should account 
for a transaction between the date that it first recognises it in its financial statements 
(i.e., at initial recognition) and the settlement / fulfilment date of the transaction. 
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Initial recognition (and measurement) vs. subsequent measurement 


On initial recognition, a receivable is measured at fair value, which is normally equal 
am to the invoice amount (less any discounts allowed); unless it should be discounted 
“9? (refer to sections discussed above). 


If the receivable should be discounted, it is measured at initial recognition, by 
discounting the cash flows that the entity expects to receive from the customer 
(without taking into account any expected losses due to defaults/non-payment) over 
the expected life of the receivable. 


Therefore, initial recognition does not deal with impairment considerations. 


An entity assesses for impairment and uncollectibility under subsequent 
measurement and not initial recognition (and measurement). 


One of the most frequently asked questions relating to financial instruments is how 
should entities determine when an initial credit period granted or received is consistent 
with terms used in the public sector, either through established practices or legislation 
for purposes of applying the discounting exemption in GRAP 104? 


Paragraph AG 5.9 states the following: Short-term receivables and payables are not 
discounted where the initial credit period granted or received consistent with terms is used in 
the public sector, either through established practices or legislation. For example, it is common 
practice for municipalities to allow consumers a period of time, after issuing an invoice, to 
settle their water and lights accounts. Specific legislation may also prescribe credit terms for 
specific types of transactions or entities, which provide an indication of what appropriate credit 
terms are for certain transactions and events. Where the initial credit period granted is not in 
line with practices or legislation in the public sector, the effect of discounting is considered if it 
is material. 


In determining whether an entity can apply the exemption granted in GRAP 104, it would 
determine whether the credit received or granted is consistent with terms in the public sector 
by assessing the following: 


For credit granted (Debtors) 


1. An entity would assess firstly whether any legislation exists prescribing a credit period for 
debts owing to the entity. “Legislation” may comprise an Act or, it may comprise secondary 
legislation such as practice notes, regulations or, by-laws issued by municipal councils. 


Legislation prescribes credit period — Entity has no discretion over the period 


2. Where legislation prescribes a credit period, the credit period prescribed in legislation 
should be used to determine whether the credit period granted by an entity is consistent 
with terms used in the public sector. 


Secondary legislation prescribes credit period — Entity has discretion over the period 


3. Where credit periods are established in secondary legislation as a by-law, the entity has 
discretion over the period within which debtors are required to settle their accounts. As a 
result, in order to determine whether its policy is consistent with terms used in the public 
sector, an entity should compare its policy with the by-laws of similar entities to establish 
a norm. 
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Conclusion 


4. In all instances, an entity should use the shortest period, either prescribed in legislation or 
determined through public practice, as the period that “is consistent with terms used in the 
public sector” as this is most likely to result in the effect of discounting being immaterial. 


A brief illustration of the process above is included below. NB: This is merely an illustrative 
example and is in no way authoritative. The facts and circumstances of each scenario require 
careful consideration in formulating a judgement on the most appropriate accounting 
treatment. 


Municipality A’s by-laws prescribes a credit period of 60 days. A number of similar 
municipalities prescribe a 30 day credit period. As the established practice amongst 
municipalities is 30 days, then this period is deemed to be the “term that is consistent with 
those used in the public sector’. Thus, in this instance, the municipality would not be able to 
take advantage of the discounting exemption in GRAP 104 because its credit period is not 
consistent with the terms used in the public sector. 


For credit received (creditors) 


Specific legislation governs the period within which certain entities are required to pay 
creditors. Entities do however often settle their accounts after the prescribed period for a 
variety of reasons. 


In assessing whether the discount exemption can be applied in GRAP 104, an entity 
compares: 


- The period outlined in legislation; and 


- The period determined using its practice or, the practices of similar entities in settling 
creditors, and 


Uses the shorter of those two periods to determine whether the period is “consistent with terms 
used in the public sector”. This period should be used as it is most likely to result in the effect 
of discounting being immaterial. 


Where no legislation exists, an entity assesses its practices to those of similar entities to 
establish a norm. This norm will be used to determine whether the period is “consistent with 
terms used in the public sector’. 
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6.1.3 Determining the fair value if the effect of discounting is material 


In assessing whether or not the effect of discounting of receivables or payables is material, 
the following factors may be relevant: 


e The total value of receivables or payables (the higher the value of receivables or payables, 
the more significant the impact of discounting); and 


e The credit risk associated with the receivables (the higher the credit risk, the higher the 


discount rate). 


In order for an entity to measure the fair value of a receivable or a payable, where the effect 
of discounting is determined to be material, it should consider two issues: 


e How to determine the future cash flows, i.e., when would an unrelated market participant 


expect/demand repayment?; and 


e What discount rate is an appropriate rate to discount the future cash flows, i.e., what rate 
would a market participant use to discount the future cash flows that it would expect in 
order to compensate it for the time value of money and credit risk? 


Can the exemption in GRAP 104.AG87 be applied to receivables if the interest rate is 
not market-related? 


GRAP 104.36 requires a financial asset to be recognised initially at fair value. GRAP 
104.AG81 provides further guidance on the determination of fair value as follows: “the fair 
value of a financial instrument on initial recognition is normally the transaction price (i.e., the 
fair value of the consideration given or received). However, if part of the consideration given 
or received is for something other than the financial instrument, the fair value of the instrument 
is estimated using a valuation technique. For example, the fair value of a long-term loan or 
similar receivable that carries no interest can be estimated as the present value of all future 
cash receipts discounted at the prevailing market rate(s) of interest for a similar instrument 
(similar as to currency, term, type of interest rate and other factors) with a similar credit rating”. 


GRAP 104.AG87 however provides that “short-term receivables and payables are not 
discounted where the initial credit period granted or received is consistent with terms used in 
the public sector, either through established practices or legislation” (own emphasis added). 
GRAP 104.88 goes on to state that: “Once the due date for short-term receivables has elapsed 
and payment is not received, an entity shall consider whether there is any indication that the 
receivable may be credit-impaired, either because interest is not levied on outstanding 
amounts (using a market related rate of interest), or because the principal amount may not be 
collected (see paragraphs .57 to .64 and AG120 to AG129).” 
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The effect of these two paragraphs is as follows: 


a) If the initial credit period granted by an entity is consistent with “terms used in the public 
sector” (see ASB FAQ 7.1 for further guidance on this issue), then an entity will not apply 
discounting on initial recognition, even if the interest charged is not market related. 


b) If the entity does not charge a market related rate of interest, there are two possible 


scenarios: 


(i) The entity receives payment on the due date for payment, which means that the effect 


of the financing transaction is immaterial. 


(ii) The entity does not receive payment on the due date for payment, which means that 
the effect of providing below market-interest may be material. Consequently, this will 
be considered in determining whether or not the receivable is credit-impaired. In 
determining the present value of the cash flows, the entity uses the period from the 
date the transaction was entered into. 


As an illustration: a municipality grants 30 days interest free credit to all consumers of water 
and electricity. If payment is not received within 30 days, then interest is levied at 8%. A 
market-related rate of interest is 10%. 


Day 1: Day 30: Day 30 +: 

Recognise Undiscounted value of | Payment received and accounted for | No payment received. Consider 

receivable accordingly. No additional accounting | whether receivable is credit- 
treatment necessary. impaired. 


In determining when the future stream of cash flows will occur, the expected payment date 


(from a market participant’s view) should be determined. 


As stated earlier, and under subsequent measurement in more detail, the fair value of a 
long-term loan or receivable that carries no interest can be estimated as the present value of 
all future cash receipts discounted using the prevailing market rate(s) of interest for a similar 
instrument (similar as to currency, term, type of interest rate and other factors) with a similar 


credit rating. 


A large number of debtors with relatively small individual balances may be common for some 
entities. The credit ratings of these debtors may vary significantly, and a single discount rate 
may in many instances not be appropriate. From a practical perspective, an option may be to 
group debtors with similar risk characteristics together and to establish a reasonable average 
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rate per category of debtors. Note that the more the population of debtors is stratified, the 
more accurate the effective interest rate is likely to be. 


The concept of grouping debtors with similar risk characteristics is specifically discussed in 
GRAP 104 and in this guide under the section on Impairment. 


In order to calculate the fair value of receivables and payables on initial recognition, an entity 
would be required to calculate the present value (PV) which is calculated (using MS Excel or 
a financial calculator) using the following inputs: 


PMT Estimated payments (or receipts) of cash throughout the 
expected life of the receivable or payable (EXCLUDING any 
estimated future credit losses or anticipated defaults by 
customers) (from a market participant’s perspective) 


FV Estimated payments (or receipts) of cash at the end of the 
expected life of the receivable or payable (from a market 
participant’s perspective) 


Expected life of the receivable or payable (from a market 


nner participant’s perspective) 


Market-related interest rate (to take into account the time value of 
money and any credit risk) 
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Example: Determining fair value if discounted 


Entity M has a group of debtors that does not fall under the normal credit terms as for the 
majority of its debtors. The normal credit period granted by Entity M is 30 days, but for this 
group of debtors a credit period of 120 days was granted. Assume that the effect of 
discounting is considered to be material. 


This group of debtors therefore has to be discounted at initial recognition as the initial credit 
period granted is not in line with the entity’s common practice and the effect of discounting 
is material. 


The invoices for this group of debtors amounts to R530,000, which were all made out on 1 
April 2009. 


Assume that a market-related interest rate, taking into account the time value of money and 
credit risk specific to this group of debtors, is 12%. 


Calculations: 


The fair value on initial recognition which is the present value of the expected cash flows 
discounted at a market-related interest rate is calculated as follows: 


l = 12%/12 months 


N = 4 months (120 days) 
PMT =R0 

FV = R530,000 

PV = R509,320 


The journal entry on initial recognition would be as follows: 


1 April 2009 Debit Credit 


Initial recognition of debtors at fair value 


Refer to Example: Discounting debtors for the subsequent measurement requirements. 
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6.2 Concessionary loans and investments 


A concessionary loan is a loan granted to or received by an entity on terms that are 
e. not market related. 


Entities may grant concessionary loans for, for example, student loans for tertiary 
education, housing loans granted to low-income families, or loans to public or other 
entities to promote economic development. 


Entities may receive concessionary loans from, for example, development agencies 
and other government entities, such as the IDC. 


6.2.1 Analysing the substance of a concessionary loan 


The intention of entering into a concessionary loan is to provide or receive resources below 
market terms, e.g., a loan provided at a below-market interest rate, the repayment terms may 
be more flexible, or it may not be a requirement to repay all, or part of the capital provided. 


An entity should first assess whether a concessionary loan or investment is in substance a 
loan or investment, by applying the principles under the section on Distinguishing between 
financial liabilities and residual interests and the section on Compound financial 


instruments [Complex instruments]. 


An entity should analyse a concessionary loan or investment, on initial recognition, into its 
component parts and account for each of them separately. The components are discussed 
below. 


e Entities may grant concessionary loans to entities for social or economic reasons, for 
example, providing concessionary loans to entities developing or expanding their current 
operations. An entity granting a concessionary loan should consider whether part of the 
consideration granted is a social benefit. Social benefits are defined broadly as cash 
transfers paid to individuals and households in a non-exchange transaction to protect them 
against certain social risks. The social benefit component should be accounted for 
separately and the actual loan should be accounted for as a financial asset. 


e Entities may receive concessionary loans for various reasons, for example, to assist in 
maintenance of an orphanage. An entity receiving a concessionary loan should consider 
whether part of the proceeds received constitutes a contribution from owners or non- 
exchange revenue. The contribution from owners and non-exchange revenue 


components should be accounted for separately and the actual loan as a financial liability. 
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Note that a component of a concessionary loan, which is not an actual loan, should be 
accounted as follows: 


Issuer of a loan - that is Treated in accordance 
for a social benefit with the Framework 


Recipient of a loan- GRAP 23 — Revenue 

that is contribution from from Non-Exchange 
owners and/or non- Transactions 
exchange revenue 


The social benefit or contribution from owners and/or non-exchange revenue component 


should be determined as follows: 


Transaction 
price 


Social benefit / 


Fair value of contribution 


from owners / 
non-exchange 
revenue 


loan / 


(loan / 
investment 


investment 
proceeds) 


Concessionary investments 


e GRAP 104 includes guidance on concessionary investments. This is when an entity 
invests in the residual interests of another entity, usually to achieve specific public 
objectives, and all or part of the investment is a non-exchange transaction. The 
accounting treatment of these investments is the same as concessionary loans as 
an entity should assess whether the transaction is an investment in another entity or 
a social benefit. 


6.2.2 Determining the fair value of concessionary loans 


The fair value is determined based on a quoted price, if an active market exists, or if no active 
market exists, by using valuation techniques. Fair value determined using valuation 
techniques discounts all future contractual cash receipts using the market interest rate for 


similar debt instruments with same terms, maturity, currency and credit risk profile (as 
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discussed in the section above on determining the fair value), to determine the discounted 


future cash receipts. 


The loan or investment proceeds will be the transaction price of the loan received or granted. 


It is important to consider if the loan is credit impaired on initial recognition when measuring 


the fair value of a concessionary loan. If the loan is credit impaired, the loan is measured at 


fair value using the contractual cash flows of the loan, including the expected credit losses 


over the life of the loan, and discounts those cash flows using the credit adjusted effective 


interest rate. The credit losses are recognised together with the social benefit component 


following the principles in the Framework. 


Practical expedient: concessionary loans credit impaired on purchase or 
origination 


When concessionary loans are credit impaired on purchase or origination, the 
existence of an equivalent market and market data may be unlikely. GRAP 104 
provides a practical expedient when a reliable measure of fair value cannot be 
determined using the valuation techniques for such loans. 


GRAP 104 allows entities to determine the fair value of a purchased or originated credit 
impaired concessionary loan by estimating the expected cash flows, including credit 
losses, and discounting the cash flows using a rate that best represents the time value 
of money. 


Concessionary loans vs waiver of debt 


Note that a waiver of debt owing to or by an entity is not the same as the granting and 
receiving of a concessionary loan. The distinction is important as it determines whether 
an entity will consider the below market conditions at initial measurement instead of at 
subsequent measurement or derecognition of the loan. For example, if an entity lends 
money to another entity and the intention, at inception is that the loan has to be repaid 
in full on market terms, and the entity subsequently writes off a part of the loan given, 
it is not a concessionary loan. The entity would have to treat the subsequent write-off 
of the loan as a waiver of debt and apply the derecognition requirements of GRAP 104. 
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Example: Determining the non-exchange revenue component in a concessionary 
loan received 


Municipality BO received funding to the value of R10 million from the Independent 
Development Corporation (IDC), for the purposes of improving the infrastructure in the 
province, over a period of 4 years. The agreement stipulates that the loan should be repaid 
over 5 years as follows: 


Year 1 No capital repayments 
Year 2 10% of the capital 
Year 3 15% of the capital 
Year 4 25% of the capital 
Year 5 50% of the capital 


Interest is payable annually in arrears at a rate of 6% per annum on the outstanding balance 
of the loan. 


Currently similar debt instruments in the market bear interest at 12% per annum. 


The entity therefore entered into a concessionary loan of R10 million, which attracts interest 
at 6% below the market interest rate for a similar loan. 


For purposes of this example, the off-market portion, (represented by the easy repayment 
terms and a below-market interest rate), of the interest payments in terms of the agreement 
is assumed to be non-exchange revenue. 


This is calculated as the difference between the proceeds of the loan of R10 million and the 
present value of the contractual cash flows of the loan, discounted using the market related 
rate of interest, thus 12% (i.e., fair value). 


The contractual capital and interest payments over the period of the loan are exchange 
transactions and are part of the actual loan. 


Amortisation schedule according to contractual amounts payable: 


Capital Interest @ 6% Payment Balance 
Year 0 10,000,000 10,000,000 
Year 1 10,000,000 600,000 600,000 10,000,000 
Year 2 10,000,000 600,000 1,600,000 9,000,000 
Year 3 9,000,000 540,000 2,040,000 7,900,000 
Year 4 7,500,000 450,000 2,950,000 5,000,000 
Year 5 5,000,000 300,000 5,300,000 0 
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Discounting contractual cash flows: 


Year 1 Year 2 Year 3 Year 4 Year 5 
Capital 10,000,000 9,000,000 7,500,000 5,000,000 0 
balance 
Interest @ 600,000 600,000 540,000 450,000 300,000 
6% 
Total 600,000 1,600,000 2,040,000 2,950,000 5,300,000 
payments 
PV of 535,714 1,275,510 1,452,032 1,874,778 3,007,362 
payments 


FV = R600,000 


i= 12% 


PV = R535,714 


Proceeds received 
loan on initial recognition) 


non-exchange revenue 


Less: Present value of cash flows (fair value of 


Off-market portion of loan to be recognised as 


The off-market portion will be calculated as follows. 


PV is calculated as follows by using MS Excel or a financial calculator: 


n = 1 year (for year 2, this will change to two years, and so on for year 3...) 


R10,000,000 


R8,145,396 


R1,854,604 


Present value of payments due is discounted at 12% and consequently amount to R8, 
145,396 (which is the PV of all 5 years added together). 


Calculation of off-market portion to be recognised in accordance with GRAP 23: 


Calculation of the loan balance and interest, using the effective interest method: 


Capital Interest @ 12% Payment Balance 

Year 1 8,145,396 977,448 600,000 8,522,844 

Year 2 8,522,844 1,022,741 1,600,000 7,945,585 

Year 3 7,945,585 953,470 2,040,000 6,859,055 

Year 4 6,859,055 823,088 2,950,000 4,732,143 

Year 5 4,732,143 567,857 5,300,000 0 
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Journal entries: 


The following journal entry will be made on initial recognition: 


Year 1 Debit 


Loan 
Revenue from non-exchange transactions 1,854,604 
Initial recognition of concessionary loan received 


Note that non-exchange revenue and not a liability is credited as it was assumed that the 
off-market portion constituted revenue in accordance with GRAP 23. 


An entity will have to consider GRAP 23 in recognising either a liability or non-exchange 
revenue for the off-market portion (refer to the accounting guideline on GRAP 23 for more 
detail). 


The following entries will be made at the end of each year for the repayment of interest and 
capital and accrual of interest: 


Finance cost (R8,145,396 x 12%) 977,448 
Recognising finance cost using the effective interest rate method 


Debit Credit 


Loan (R10,000,000 x 6%) 600,000} ss 
Recognising interest paid on outstanding balance 


Finance cost (R8,522,844 x 12%) 1,022,741) | 
toan o d O a 
Recognising finance cost using the effective interest rate method 
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1,600,000 


Recognising interest paid on outstanding balance and capital repayment 


Debit Credit 
Finance cost (R7,945,585 x 12%) 953,470 
Recognising finance cost using the effective interest rate method 


Debit Credit 


Recognising interest paid on outstanding balance and capital repayment 


Debit Credit 


Finance cost (R6,859,055 x 12%) 823,088; 
Recognising finance cost using the effective interest rate method 


Year 4 Debit Credit 


Recognising interest paid on outstanding balance and capital repayment 
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Year 5 Debit Credit 
Finance cost (R4,732,143 x 12%) 567,857 | 


Recognising interest paid on outstanding balance and capital repayment 


6.2.3 Commitments to provide concessionary loans 


A commitment to provide a loan on concessionary terms is initially measured at fair value in 
accordance with the Initial measurement requirements. If there is no reliable measure of fair 
value on initial recognition, the loan commitment is measured at the value of the loss 
allowance and the value of any social benefit provided. The concessionary loan itself will only 
be recognised once it is drawn down (wholly or partially) by the borrower. 


Y The rate used to measure the loan commitment on initial recognition (i.e., effective 
interest rate or credit-adjusted effective interest rate) should not be changed every 
time there is a draw down on the loan commitment. 


6.2.4 Financial guarantees in a non-exchange transaction 


Financial guarantee contracts are initially recognised at fair value. Most guarantees in the 
public sector are issued at no or nominal consideration to further an entity’s economic or social 
objectives. 


e |f consideration was paid — Determine if it arises from an exchange transaction and it 
represents fair value. If consideration represents fair value, the financial guarantee is 
recognised at the amount of the consideration. However, if the consideration is not fair 


value, the financial guarantee is measured similar to when no consideration was paid. 
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e If no consideration was paid - Determine the fair value based on a quoted price of directly 
equivalent financial guarantee contracts, if an active market exists, or if no active market 
exists, by using valuation techniques that are not based on observation of an active 


market. 


e /fno reliable measure of fair value can be determined — Measure the financial guarantee 
contract initially at the loss allowance determined in accordance with the impairment 
requirements in GRAP 104. 


6.2.5 Loan commitments 


Loan commitments are initially measured as fair value in accordance with the Initial 
measurement requirements. The fair value is represented by the commitment fee charged, 
if any. Loan commitments are measured at the loss allowance, if no reliable measure can be 


determined. 


Subsequent measurement of financial assets 


Financial assets are subsequently measured based on their classification i.e., amortised 
cost, fair value through surplus or deficit or cost in accordance with the classification 
requirements of GRAP 104. 


6.3.1 Subsequent measurement of financial assets at amortised cost 


Financial assets classified as amortised cost are subsequently measured at amortised cost 
using the effective interest method. 


The amortised cost of a financial asset or financial liability is the amount at which the 
financial asset or financial liability is measured at initial recognition minus the principal 

&. repayments, plus or minus the cumulative amortisation using the effective interest 
method of any difference between that initial amount and the maturity amount, and for 
financial assets, adjusted for any loss allowance. 


The effective interest method is the method that is used in the calculation of the 
amortised cost of a financial asset or a financial liability and in the allocation and 
recognition of interest revenue or interest expense in surplus or deficit in the relevant 
period. 


Subsequent measurement of financial liabilities 


After initial recognition, financial liabilities should be measured subsequently in accordance 
with the requirements discussed in the section on Classification of financial liabilities. 
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Subsequent 
measurement 


Investment in 
residual interest at 
cost 


Financial Financial 
instruments at fair instrument at 
value amortised cost 


Fair value based Interest is 
on quoted price if calculated by 
active market, or using effective 
by using a interest rate 
valuation method 
technique if no 
active market 


Fair value cannot 
be reliably 
determined, 
measure at cost 


6.5 Fair value measurement considerations 


Y For the purposes of GRAP 104, there is a presumption that an entity is a going 
concern without any intention or need to liquidate, or to undertake a transaction on 
adverse terms. Fair value is therefore not an amount that an entity would pay or 
receive in a forced transaction, involuntary liquidation or distress sale. However, fair 
should reflect the credit quality of the instrument. 


The best evidence of fair value is a quoted price in an active market. 


A financial instrument is regarded as quoted in an active market if quoted prices are readily 
and regularly available from an exchange, broker, dealer, etc., and those prices represent 


actual and regularly occurring market transactions on an arm’s length basis. 


The fair value should be based on a price agreed by a willing buyer and seller in an arm’s 
length transaction. The existence of published price quotations in an active market is the best 
evidence of fair value. For example, publicly traded shares and bonds have prices that are 
quoted frequently and are readily available. 


Where there is no active market, the fair value is determined using a valuation technique: 


e recent arm’s length market transaction; 
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e if available, reference to the current fair value of another instrument that is substantially 
the same; 


e discounted cash flow analysis, discounting the future receipts (payments) of a financial 
instrument over the period of the contract, by using a market interest rate (adjusted for 
credit risk), to its present value; and 


e option pricing models, used for certain types of financial assets (e.g., warrants, put options, 
call options, etc.). The most common option pricing models are the Black-Scholes-Merton 
models and lattice models. 


In using discounted cash flow analysis, a discount rate equal to the prevailing rate of return 
for financial instruments having substantially the same terms and characteristics, is used, 


which may include: 

e the credit quality; 

e the remaining term over which the contractual interest rate is fixed; 

e the remaining period to repayment of the principal; and 

e the currency (if applicable). 

As stated under Initial measurement, short-term receivables and payables with no stated 


interest rate may be measured at the original invoice amount if the effect of discounting is 


immaterial. 


If there is a valuation technique commonly used by market participants to price the instrument 
and it has been demonstrated that the method provides reliable estimates of prices obtained 
in actual market transactions, this technique should be used. 


The valuation technique should make maximum use of market available inputs e.g., 
commodity prices, exchange rates, etc. and rely as little as possible on entity-specific inputs. 
A valuation technique would be expected to arrive at a realistic estimate of the fair value, if: 


e it reasonably reflects how the market could be expected to price the instrument; and 
e the inputs to the valuation technique reasonably represent market expectations and 


measures of the risk return factors inherent in the financial instrument. 


The following inputs to valuation techniques can be considered, as a minimum, in determining 


the fair value of a financial instrument: 
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e Time value of money, i.e., basic or risk-free interest rate, for example, the rate can be 
obtained from government bond prices or by using an interbank rate or prime lending rate 


as the benchmark rate; 


“9° 

Q The interbank rate or prime lending rate is not the risk-free interest rate, therefore 
in order to determine the credit risk adjustment appropriate to the financial instrument; 
its credit risk is used as a basis in relation to the credit risk in the benchmark rate. 


e Credit risk (i.e., the premium over the basic interest rate for credit risk). This may be derived 
from observable market prices for traded instruments of different credit quality or from 
observable interest rates charged by lenders for loans of various credit ratings; 


e Volatility (i.e., magnitude of future changes in price of financial instrument). Measures of 
the volatility of actively traded items can usually be reasonably estimated on the basis of 
historical market data or by using volatilities implied in current market prices; 


e Foreign currency exchange prices; 
e Commodity prices; 


e Prices of equity instruments. 


Amortised cost measurement 
6.6.1 Effective interest rate method 


The interest revenue for financial assets is calculated by using the effective interest method. 


e. 


The effective interest method is the method that is used in the calculation of the 
amortised cost of a financial asset or a financial liability and in the allocation and 
recognition of interest revenue or interest expense in surplus or deficit in the relevant 
period. 


The calculation of interest revenue depends on the impairment status of the financial asset 
i.e., whether the financial asset is credit-impaired. 


A financial asset is credit-impaired when one or more events that have a detrimental impact 


on the estimated future cash flows of that financial asset have occurred. 
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Evidence that a financial asset is credit-impaired include observable data about the 
following events: 


e significant financial difficulty of the issuer or the borrower; 
e a breach of contract, such as a default or past due event; 


ay e the lender(s) of the borrower, for economic or contractual reasons relating to the 
? borrower's financial difficulty, having granted to the borrower a concession(s) 
S, that the lender(s) would not otherwise consider; 


e itis becoming probable that the borrower will enter bankruptcy or other financial 
reorganisation; 


e the disappearance of an active market for that financial asset because of 
financial difficulties; or 


e the purchase or origination of a financial asset at a deep discount that reflects 
the incurred credit losses. 


If it is not possible to identify a single discrete event, an entity considers the combined 
effect of several events that may have caused financial assets to become credit- 
impaired. 


The interest revenue is calculated as follows: 


e Financial assets are not credit-impaired — Interest revenue is calculated by applying the 
effective interest rate (EIR) to the gross carrying amount of the financial asset. 


The effective interest rate is the rate that exactly discounts estimated future cash 
payments or receipts through the expected life of the financial asset or financial liability 
to the gross carrying amount of a financial asset or to the amortised cost of a financial 

a. liability. When calculating the effective interest rate, an entity shall estimate the 
expected cash flows by considering all the contractual terms of the financial instrument 
(for example, prepayment, extension, call and similar options) but shall not consider 
the expected credit losses. The calculation includes all fees and points paid or received 
between parties to the contract that are an integral part of the effective interest rate 
(see paragraphs AG5.50 to AG5.52), transaction costs, and all other premiums or 
discounts. There is a presumption that the cash flows and the expected life of a group 
of similar financial instruments can be estimated reliably. However, in those rare cases 
when it is not possible to reliably estimate the cash flows or the expected life of a 
financial instrument (or group of financial instruments), the entity shall use the 
contractual cash flows over the full contractual term of the financial instrument (or group 
of financial instruments). 


e Financial assets are credit-impaired (i.e., purchased or originated credit-impaired) — 
Interest revenue is calculated by applying the credit-adjusted effective interest rate 
(CAEIR) to the amortised cost of the financial asset from initial recognition. 
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Purchased or originated credit impaired financial asset is a purchased or originated 
financial asset(s), other than a receivable, that is credit-impaired on initial recognition. 


The credit-adjusted effective interest rate is the rate that exactly discounts the 
estimated future cash payments or receipts through the expected life of the financial 
asset to the amortised cost of a financial asset that is a purchased or originated credit- 
impaired financial asset. When calculating the credit-adjusted effective interest rate, an 
entity shall estimate the expected cash flows by considering all contractual terms of the 
financial asset (for example, prepayment, extension, call and similar options) and 
expected credit losses. The calculation includes all fees and points paid or received 
between parties to the contract that are an integral part of the effective interest rate 
(see paragraphs AG5.50 to AG5.52), transaction costs, and all other premiums or 
discounts. There is a presumption that the cash flows and the expected life of a group 
of similar financial instruments can be estimated reliably. However, in those rare cases 
when it is not possible to reliably estimate the cash flows or the remaining life of a 
financial instrument (or group of financial instruments), the entity shall use the 
contractual cash flows over the full contractual term of the financial instrument (or group 
of financial instruments). 


e Financial assets (except for receivables) that subsequently become credit-impaired — 
Interest revenue is calculated by applying the effective interest rate (EIR) to the amortised 
cost of the financial asset in subsequent reporting periods. 


e Financial assets (except for receivables) that were previously credit-impaired but are no 
longer credit-impaired —Interest revenue is calculated by applying the effective interest 
rate (EIR) to the gross carrying amount of the financial asset in subsequent reporting 


periods. 


The table below summarises the considerations for determining interest revenue for financial 


assets carried at amortised cost. 


Impairment Not credit- Purchased or Subsequently Subsequenily not 
status impaired Originated credit- _credit-impaired* credit-impaired 
impaired* 

Interest rate EIR CAEIR EIR EIR 

Value of Gross carrying Amortised cost Amortised cost Gross carrying 

financial amount @initial @initial @subsequent amount 

asset recognition recognition period @subsequent 
period 

Interest EIR X gross CAEIR X EIR X amortised EIR X gross 

revenue carrying amount amortised cost cost carrying amount 


*Not applicable to receivables 
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In order to measure financial assets at amortised cost, an entity would therefore need to 


calculate the effective interest rate which is calculated (by using MS Excel or a financial 


calculator) using the following inputs: 


PV Fair value as determined on initial recognition 

PMT Estimated payments (or receipts) of cash throughout the expected life of 
the receivable or payable (include any estimated future credit losses or 
anticipated defaults by customers if financial assets are credit-impaired) 

FV Estimated payments (or receipts) of cash at the end of the expected life 
of the receivable or payable 

n/nper Expected life of the receivable or payable 
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Example: Discounting debtors 


Assume the same information as in Example: Determining fair value if discounted. 


The debtors are subsequently measured at amortised cost using the effective interest 
method. When calculating the EIR, Entity M should estimate the future cash flows — but 
should not consider future credit losses. 


Calculations: 
The effective interest rate is calculated as follows by using a financial calculator: 
N = 4 months (120 days) 


PMT =RO 
FV = R530,000 (estimated future cash flows) 
PV = R509,320 (fair value on initial recognition) 


l = 1% per month 


The effective interest rate is calculated as follows by using MS Excel: 
Rate = (nper, pmt, pv, (fv), [type]) 


Rate = (4, 0, -509,320, 530,000, 0) 


Rate =1% per month 


Date Effective interest | Amortised value 
1 April 0 509,320 
30 April 5,093 514,413 
31 May 5,144 519,557 
30 June 5,195 524,752 
31 July 5,248 530,000 
Total 20,680 
Journal entries: 


The journal entries on subsequent measurement would be as follows: 


30 April 2009 


Recognise finance income (and increasing debtors) 
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31 May 2009 


Trade receivables 
Finance income 
Recognise finance income (and increasing debtors) 


30 June 2009 


Trade receivables 
Finance income 
Recognise finance income (and increasing debtors) 


31 July 2009 


Recognise finance income (and increasing debtors) 


Additional information: 
Assume that the group of debtors paid on 31 July when payment was due. 


The journal entry would be as follows: 


31 July 2009 Debit | Credit | 


Trade receivables Lo a4 530,000 
Derecognise debtors upon settlement of accounts 
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The EIR would not need to be determined, for example; 


For short term receivables or payables with no stated interest rate (which is usually 


measured at the original invoice amount); or 


Where the nominal interest rate (coupon rate on a debt instrument) equals the calculated 
EIR. This will be when: 


o There is no premium or discount on the coupon rate of the instrument (i.e., the coupon 


rate equals the market rate); 


o No transaction costs are capitalised as part of the initial recognition of the instrument; 


or 


o The instrument carries the same interest rate (fixed or variable) for the whole term. 


Example: Financial asset at amortised cost 

Entity B acquired a bond with a nominal value of R500, 000 with a coupon rate of 10% on 
1 July 2008 redeemable at 105% of par, when the market rate for a similar bond redeemable 
at a 5% premium was 11.489%. The bond was acquired at its fair value of R500, 000. The 
bond will be redeemed on 30 June 2011. No transaction cost incurred with the transaction. 
The fair value is calculated as follows: 

Rate = 11.489% 

N =3 

PMT = R50,000 (R500,000 x 10%) 

FV = R525,000 (R500,000 x 105%) 


PV = R500,000 


The effective interest rate for accounting purposes is calculated as follows: 
N =3 


PMT = R50,000 (R500,000 x 10%) 


FV = R525,000 (R500,000 x 105%) 
PV = -R500,000 
| = 11.489% 


Issued September 2022 Page 69 of 168 


GRAP 104 on Financial Instruments 


Journal entries: 


The accounting entries would be as follows: 


1 July 2008 
Investment in bond 500,000} | 
Initial recognition of bond at fair value 


30 June 2009 Debit Credit 


aa! ST.) 
inane income (A500, 000x 11489%) | 


The actual amount received is calculated based on the coupon rate, while the finance 
income is calculated based on the effective interest rate. 


30 June 2010 Debit Credit 


Finance income 
[(R500,000 + R7,445) x 11.489%] 


Investment in bond 9,254 


Finance income 59,254 
[(R507,445 + R8,300) x 11.489%] 


Recognise finance paid for year 3 
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30 June 2011 | Debit Credit | 


Investment in bond 
(R515,746 + R9,254) 


Derecognise investment on maturity 


Example: Financial liabilities at amortised cost 

Entity | issued debentures on 1 July 2009. The debenture is classified as financial liabilities 
at amortised cost. Debentures are issued at a discount and the following information is 
available: 

Maturity date = 30 June 2012 

Market rate = 12% 

Instalment = R500,000 (coupon rate of 10%) 

Future value = R5,000,000 

Period = 3 years 


Coupon rate = 10% 


Transaction cost of R 4,000 was incurred. 


To determine the fair value: 


PMT = 500,000 
FV = 5,000,000 
N =3 

| = 12% 


PV =4,759,817 


The inclusion of transaction costs in the originally recognised fair value will result in a 
change in the effective interest rate. In the case of a financial liability, this will mean that the 
transactions costs are deducted from the value calculated. 
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To determine the effective interest rate: 
PMT = 500,000 

FV = 5,000,000 

PV = 4,755,817 (4,759,817 - 4,000) 

N =3 


I = 12.035% 


Journal entries: 


The accounting entries would be as follows: 


1 July 2009 Debit 


4,996,000 


Initial recognition of investment and transaction cost incurred 


Note that the transaction cost has been included in the amount originally recognised in 
respect of the debenture. 


30 June 2010 


500,000 


Recognising finance cost incurred at year end 


30 June 2011 Debit | Credit 


Finance cost 581,045 
[(R4,755,817 + R72,339) x 12.035%] 
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Recognising finance cost incurred at year end 


Debit | Credit 


30 June 2012 


Finance cost 
[(R4,755,817 + R72,339 + R81,045) x 12.035%] 


Recognising finance cost incurred at year end 


30 June 2012 Debit | Credit 


Debenture 5,000,000 
(R4,755,817 + R72,339 +R81,045 + R90,799) 


Derecognising financial liability on maturity 


6.6.2 Write-offs 


Write-offs occur when an entity has no reasonable expectations of recovering a financial asset. 
A write-off is regarded as a derecognition event that reduces the gross carrying amount of a 


financial asset. 


“9° In the public sector, the write-off of debt is governed by legislation or similar means. 

Q Entities are able to write-off debt once all reasonable steps were taken to recover the 
debt. GRAP 104 requires entities to consider substance over form when recognising 
write-offs. 


Write-offs can relate to a financial asset in its entirety or to a part of the financial 
asset. 
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6.7 Reclassification of financial assets 


GRAP 104 permits the reclassification of financial assets and not for financial liabilities. 


Financial assets are reclassified when: 
e anentity changes its management model for managing the financial assets; or 


e a reliable measure of fair value either becomes, or ceases to be, available for an 


investment in a residual interest. 


Changes in management model are determined by the entity's management as a result of 
external or internal changes which must be significant to the entity's operations and 
demonstrable to external parties. A change in management model should be infrequent and 
only take place when an entity resumes or ceases to perform significant (assessed at the 
overall entity level) activities to its business. 


Reclassification should be accounted for as follows: 


e prospectively from the reclassification date; 


e any previously recognised gains or losses (including impairment gains or losses) or 


interest should not be restated; and 


e prior periods are not restated. 


a. Reclassification date is: 


e the first day of the first reporting period following the change in management 
model that results in an entity reclassifying financial assets; and 


e the date on which a reliable measure of fair value ceases to be, or becomes, 
available for an investment in a residual interest. 


The table below illustrates the potential reclassification scenarios and their accounting 


consequences. 


Original New classification Accounting consequences 


classification 


Amortised cost _ Fair value through Fair value is measured at reclassification date. 


surplus or deficit Difference between the amortised cost and fair 


value is recognised in surplus or deficit. 


Fair value through Amortised cost Fair value at reclassification date becomes the 
surplus or deficit asset’s new gross carrying amount. 


Effective interest rate is determined on the basis 
of the fair value at reclassification. 
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Original New classification Accounting consequences 


classification 


Cost Fair value through Fair value is measured at reclassification date. 


surplus or deficit Difference between the carrying amount and 


fair value is recognised in surplus or deficit. 


Fair value through Cost Carrying amount at reclassification date 
surplus or deficit becomes the asset’s cost. 


6.8 Reclassification of financial assets 


A gain or loss can arise from both a financial asset and financial liability measured at fair value, 
at amortised cost or cost. These will be treated as follows: 


Change in fair 


Carried at fair 


alte value = gain or 


loss 


Recognise in 
Financial surplus or deficit 


recognised when 
derecognised, 
reclassified 
impaired , or 
through 
amortisation 


Carried at 
amortised cost 


or cost 


Again and loss on a financial asset or financial liability is recognised in surplus or deficit except 
when a financial liability is designated as at fair value through surplus or deficit. The gain or 
loss on a financial liability designated as at fair value through surplus or deficit should be 
presented as follows: 


e inthe statement of changes in net assets: the amount of change in the fair value relating 
to changes in the credit risk of the liability; and 


e in surplus or deficit: the remaining amount of change in the fair value of the liability. 


The treatment of the effects in the liability’s credit risk in the statement of changes in net assets 
may create or enlarge an accounting mismatch in surplus or deficit. In such cases, the gains 
or losses on the liability, together with the effects of changes in credit risk, are presented in 
surplus or deficit. 


All gains and losses on loan commitments and financial guarantee contracts that are 


designated as at fair value through surplus or deficit are presented in surplus or deficit. 
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Impairment 


The impairment requirements for financial assets are based on a forward-looking expected 
credit loss (ECL) model. Under the model, a dual measurement approach is followed where 
the expected credit losses are measured as either 12 month expected credit losses or lifetime 
credit losses depending on the credit risk of a financial asset. 

There are two approaches to the recognition of impairment: 


e The general approach 


e The simplified approach 


6.9.1 General approach 


An entity recognises a loss allowance (statement of financial position) for expected credit 
losses on the following financial assets: 


e Financial assets measured at amortised cost (including trade receivables) 
e Lease receivables 
e Loan commitments at below market interest rate 


e Financial guarantees contracts which are not insurance contracts 


e. 


Loss allowance is the allowance for expected credit losses on financial assets 
measured at amortised cost, lease receivables and the provision for expected credit 
losses on loan commitments and financial guarantee contracts. 


Financial instruments measured at fair value through surplus or deficit and investments 
in residual interests (not carried at cost) are exempt from the impairment requirements. 
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At initial recognition of a financial asset, an entity is required to recognise a loss allowance 
equal to 12 months expected credit losses consisting of the expected credit losses from default 
events within 12 months from the reporting date. An exception is purchased or originated 
credit-impaired financial assets which can only recognise lifetime expected credit losses. 


Subsequently, at each reporting date, the loss allowance is measured at an amount equal to: 


e the lifetime expected credit losses - if credit risk of a financial asset has increased 
significantly since initial recognition (whether assessed on an individual or collective basis, 
considering all reasonable and supportable information, which includes forward-looking); 


or 


e the 12 month expected credit losses — if credit risk of a financial asset has not increased 


significantly since initial recognition. 


In subsequent periods, financial assets with loss allowance previously measured at lifetime 
expected credit losses can be measured at 12 month expected credit losses when the credit 
risk is no longer considered to have increased significantly or the financial assets is no longer 
credit impaired. 


Credit loss is the difference between all contractual cash flows that are due to an entity 
in accordance with the contract and all the cash flows that the entity expects to receive 
(i.e., all cash shortfalls), discounted at the original effective interest rate (or credit- 
adjusted effective interest rate for purchased or originated credit-impaired financial 
assets). An entity shall estimate cash flows by considering all contractual terms of the 
financial instrument (for example, prepayment, extension, call and similar options) 
through the expected life of that financial instrument. The cash flows that are 
considered shall include cash flows from the sale of collateral held (where applicable) 
or other credit enhancements that are integral to the contractual terms. There is a 

a. presumption that the expected life of a financial instrument can be estimated reliably. 
However, in those rare cases when it is not possible to reliably estimate the expected 
life of a financial instrument, the entity shall use the remaining contractual term of the 
financial instrument. 


Expected credit losses are the weighted average of credit losses with the respective 
risks of a default occurring as the weights. 


12 month expected credit losses is the portion of lifetime expected credit losses that 
represent the expected credit losses that result from default events on a financial 
instrument that are possible within the 12 months after the reporting date. 


Lifetime expected credit losses are the expected credit losses that result from all 
possible default events over the expected life of a financial instrument. 
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The impairment loss or gain is recognised in surplus or deficit. It is the amount that adjusts the 
loss allowance at the reporting date to the amount that should be recognised in accordance 
with GRAP 104. 


Therefore, the general approach discussed above follows a three-stage approach that is 


summarised below: 


STAGE 1 STAGE 2 STAGE 3 
(PERFORMING) (UNDERPERFORMING) (NON-PERFORMING) 


No significant change in Significant change in 
credit risk since initial credit risk since initial 
recognition recognition 


Credit-impaired financial 
assets 


Recognise Recognise Recognise 
12 months ECL lifetime ECL lifetime ECL 


Interest revenue Interest revenue 


calculation = calculation = Interest revenue 
; : calculaton = 
gross carrying amount X gross carrying amount X amortised cost X EIR 
EIR EIR 


Performing Significant change in credit risk | Non-performing 


“9 EIR is applied to the gross carrying amount of a financial asset except for financial 
assets that: 


e are credit-impaired at initial recognition; or 


e become credit-impaired subsequently. 
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Determining whether credit risk has significantly increased 


At each reporting date an entity should assess whether the credit risk of a financial asset has 


increased significantly since initial recognition. 


e. 


Credit risk is the risk that one party to a financial instrument will cause a financial loss 
for the other party by failing to discharge an obligation. 


This credit risk assessment is based on the change in risk of default occurring over the 
expected life of the financial asset i.e., the change in default between reporting date and initial 
recognition. The assessment is not based on the change in the amount of credit losses. 


Since credit risk assessment is a multifactor and holistic analysis, it requires consideration of 
reasonable and supportable information that is available without undue cost or effort and that 


is relevant for the particular financial instrument being assessed. 


Below is a non-exhaustive list of information that may be relevant in assessing 
changes in credit risk: 


e Significant changes in internal price indicators of credit risk resulting from a 
change in credit risk since inception. 

e Other significant changes in rates or terms of an existing financial instrument. 

e Significant changes in external market indicators of a financial instrument. 

e An actual or expected significant change in the financial instrument’s external 
credit rating. 

” e Actual or expected internal credit rating downgrade. 
i e Actual or expected significant change in the financial instrument's external 
J credit rating. 

e Existing or expected adverse changes in business, regulatory, technological, 
financial or economic conditions that are expected to result in a significant 
change in the borrower's ability to meet its debt obligations. 

e Actual or expected significant change in operating results. 

e Significant changes in the value of the collateral supporting the obligation or 
in the quality of third-party guarantees or credit enhancements. 

e A significant change in the quality of the guarantee provided by the owner. 

e Significant change such as reductions in financial support from the controlling 
entity or affiliate. 

e — Expected changes such as breach of contracts leading to covenant waivers or 
amendments. 
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e Significant changes in the expected performance and behaviour of the 
borrower. 

e Changes in the entity’s credit management approach. 

e Past due information. 


Example: Assessment of significant increase in credit risk 


Company Y has a funding structure that includes a senior secured loan facility with different 
tranches. Company Y qualifies for assistance from the National Development Bank which 
provides a tranche of the loan facility to Company Y. At the time of origination of the loan 
by the National Development Bank, although Company Y’s leverage was relatively high 
compared with other issuers with similar credit risk, it was expected that Company Y would 
be able to meet the covenants for the life of the instrument. In addition, the generation of 
revenue and cash flow was expected to be stable in Company Y’s industry over the term of 
the senior facility. However, there was some business risk related to the ability to grow gross 
margins within its existing businesses. 


At initial recognition, because of the considerations outlined above, the National 
Development Bank considers that despite the level of credit risk at initial recognition, the 
loan is not an originated credit-impaired loan because it does not meet the definition of a 
credit-impaired financial asset. 


Subsequent to initial recognition, macroeconomic changes have had a negative effect on 
total sales volume and Company Y has underperformed on its business plan for revenue 
generation and net cash flow generation. Although spending on inventory has increased, 
anticipated sales have not materialised. To increase liquidity, Company Y has drawn down 
more on a separate revolving credit facility, thereby increasing its leverage ratio. 
Consequently, Company Y is now close to breaching its covenants on the senior secured 
loan facility with the National Development Bank. 


The National Development Bank makes an overall assessment of the credit risk on the loan 
to Company Y at the reporting date by taking into consideration all reasonable and 
supportable information that is available without undue cost or effort and that is relevant for 
assessing the extent of the increase in credit risk since initial recognition. 


This may include factors such as: 


a) The National Development Bank’s expectation that the deterioration in the 
macroeconomic environment may continue in the near future, which is expected to 
have a further negative impact on Company Y’s ability to generate cash flows and to 
deleverage. 


b) Company Y is closer to breaching its covenants, which may result in a need to 
restructure the loan or reset the covenants. 


c) The National Development Bank’s assessment that the trading prices for Company Y’s 
bonds have decreased and that the credit margin on newly originated loans have 
increased reflecting the increase in credit risk, and that these changes are not 
explained by changes in the market environment (for example, benchmark interest 
rates have remained unchanged). A further comparison with the pricing of Company 
Y’s peers shows that reductions in the price of Company Y’s bonds and increases in 
credit margin on its loans have probably been caused by company-specific factors. 


d) The National Development Bank has reassessed its internal risk grading of the loan on 
the basis of the information that it has available to reflect the increase in credit risk. 
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The National Development Bank determines that there has been a significant increase in 
credit risk since initial recognition of the loan. Consequently, The National Development 
Bank recognises lifetime expected credit losses on its senior secured loan to Company Y. 
Even if the National Development Bank has not yet changed the internal risk grading of the 
loan it could still reach this conclusion—the absence or presence of a change in risk grading 
in itself is not determinative of whether credit risk has increased significantly since initial 
recognition. 


To assist entities in the assessment of credit risk, GRAP 104 provides the following practical 
expedients: 


e An entity may assume that the credit risk has not significantly increased if a financial 


instrument is determined to have low credit risk. 


e A rebuttable presumption exists that credit risk has significantly increased if the 
contractual payments of a financial instrument are more than 30 days past due. 


Financial instruments that have low credit risk at the reporting date 


A low credit risk means that a borrower has a strong capacity to meet its contractual 

ata cash flow obligations in the near term as well as in adverse changes in economic and 

? business conditions in the longer term. It must be noted that an instrument is not 
Q considered low risk: 


e because of the value of collateral; or 
e relative to the risk of default of other instruments held by the entity. 


The objective of the low risk practical expedient is to provide operational relief for high 
quality financial instruments i.e., those with low risk of default. 


To determine whether a financial instrument has low credit risk, an entity may use its internal 
credit risk ratings or other methodologies that are consistent with globally understood definition 
of low credit risk and that consider the risks and the type of financial instruments that are being 
assessed e.g., external rating of investment grade. 


The credit risk will be assumed to not have increased significantly since initial recognition if 
the financial asset is determined to have a low credit risk at date of reporting. 


More than 30 days past due rebuttable presumption 
“9° 


Q There is a rebuttable presumption that credit risk has increased significantly since 
initial recognition when payments are more than 30 days past due. 
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The rebuttable presumption is not an absolute indicator that lifetime expected credit losses 
should be recognised but is presumed to be the last point at which lifetime expected credit 


losses should be recognised. 


An entity can rebut the rebuttable presumption only when it has reasonable and supportable 
information that demonstrates that, even if contractual payments become more than 30 days 
past due, this does not represent a significant increase in the credit risk of a financial 
instrument. For example, non-payment of a contractual obligation that resulted from an 
administrative oversight instead of resulting from a financial difficulty of the borrower. In such 
a case the entity needs to have reasonable and supportable evidence that demonstrates that 
there is no correlation between significant increase in risk of default occurring and the financial 
assets on which payments are more than 30 days past due. 


T 

$ It should be noted that there is a rebuttable presumption that default does not occur 
later than when a financial asset is 90 days past due unless an entity has 
reasonable and supportable information to demonstrate that a more lagging default 


criterion is more appropriate. 


Modification of contractual cash flows 


The contractual cash flows of a financial asset may be renegotiated or modified. The 
accounting treatment of renegotiations or modifications depends on whether or not the 
renegotiation or modification results in the derecognition of a financial asset. 


When the renegotiation or modification does not result in the derecognition of that financial 
asset, an entity should recalculate the gross carrying amount of that financial asset, and 
recognise a modification gain or loss in surplus or deficit. 


When the modification results in the derecognition of the existing financial asset and 
recognition of a modified financial asset, the modified asset is considered a new financial asset 
for purposes of GRAP 104. 


The gross carrying amount is recalculated as: 


ag e Present value of the renegotiated or modified contractual cash flows that are 
bI discounted at the original EIR (or CAEIR for purchased or originated credit- 
impaired financial assets). 


e Any costs/fees incurred adjust the carrying amount of the modified financial assets 
and should be amortised over the remaining term of the modified asset. 
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To apply the impairment requirements, the date of modification becomes the date of initial 
recognition of the modified financial asset. The modified asset will follow the three-stage 
approach depending on the credit risk assessment. 


Where the renegotiated or modified financial asset is not derecognised, the financial asset is 
not automatically considered to have a low credit risk. 


An entity assesses whether there has been a significant increase in credit risk since initial 
recognition, considering all reasonable and supportable information that is available without 
undue cost or effort. This information includes historical and forward-looking information and 
an assessment of the credit risk over the expected life of the financial asset. 


Evidence that recognition for lifetime expected credit losses is no longer met includes a history 
of timely and up-to-date payment performance against the modified contractual terms. 


Example: Modification of Contractual Cash Flows 


Government A originates a five-year loan that requires the repayment of the outstanding 
contractual amount in full at maturity. 


Its contractual par amount is R1,000 with an interest rate of 5 per cent payable annually. 
The effective interest rate is 5 per cent. At the end of the first reporting period (Period 1), 
Government A recognises a loss allowance at an amount equal to 12- month expected 
credit losses because there has not been a significant increase in credit risk since initial 
recognition. A loss allowance balance of R20 is recognised. 


In the subsequent reporting period (Period 2), Government A determines that the credit risk 
on the loan has increased significantly since initial recognition. As a result of this increase, 
Government A recognises lifetime expected credit losses on the loan. The loss allowance 
balance is R30. 


At the end of the third reporting period (Period 3), following significant financial difficulty of 
the borrower, Government A modifies the contractual cash flows on the loan. It extends the 
contractual term of the loan by one year so that the remaining term at the date of the 
modification is three years. The modification does not result in the derecognition of the loan 
by Government A. 


As a result of that modification, Government A recalculates the gross carrying amount of 
the financial asset as the present value of the modified contractual cash flows discounted 
at the loan’s original effective interest rate of 5 per cent. 


In accordance with paragraph 5.15, the difference between this recalculated gross carrying 
amount and the gross carrying amount before the modification is recognised as a 
modification gain or loss. 


Government A recognises the modification loss (calculated as R300) against the gross 
carrying amount of the loan, reducing it to R700, and a modification loss of R300 in surplus 
or deficit. 


Government A also remeasures the loss allowance, taking into account the modified 
contractual cash flows and evaluates whether the loss allowance for the loan shall continue 
to be measured at an amount equal to lifetime expected credit losses. 
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Government A compares the current credit risk (taking into consideration the modified cash 
flows) to the credit risk (on the original unmodified cash flows) at initial recognition. 


Government A determines that the loan is not credit-impaired at the reporting date but that 
credit risk has still significantly increased compared to the credit risk at initial recognition 
and continues to measure the loss allowance at an amount equal to lifetime expected credit 
losses. The loss allowance balance for lifetime expected credit losses is R100 at the 
reporting date. 


Beginning Impairment Modification | Interest Cash Ending Loss Ending 
gross (loss)/gain (loss)/gain revenue flows gross allowance amortised 
carrying carrying cost 


amount amount amount 


A B Cc D E F=A+C+D- | G H=F-G 
E 
Gross 
A*5% 
1 R1, 000 (R20) R50 R50 R1, 000 R20 R980 
2 R1, 000 (R10) R50 R50 R1, 000 R30 R970 
3 R1, 000 (R70) (R300) R50 R50 R700 R100 R600 


Individual and collective assessment 


Lifetime expected credit losses must be recognised for all financial instruments for which there 
have been significant increases in credit risk since initial recognition — whether assessed on 
an individual or collective basis — considering all reasonable and supportable information, 


including that which is forward-looking. 


There may be instances when an entity does not have reasonable and supportable information 
that is available without undue cost or effort to measure lifetime expected credit losses on an 
individual instrument. In that case, lifetime expected credit losses should be recognised on a 


collective basis that considers comprehensive credit risk information. 


The comprehensive credit risk information incorporates past due information, relevant credit 
information as well as forward-looking macroeconomic information, to approximate the result 
of recognising lifetime expected credit losses when there has been a significant increase in 


credit risk since initial recognition on an individual instrument level. 


To determine significant increases in credit risk and recognising a loss allowance on a 
collective basis, an entity can group financial instruments based on shared credit risk 
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characteristics. The entity should not obscure this information by grouping financial 


instruments with different risk characteristics. 


Below is a list of shared credit risk characteristics or criteria that could be used for 
grouping, but not limited to: 


e instrument type; 
e credit risk ratings; 
e collateral type; 
Q e date of initial recognition; 
e remaining term to maturity; 
e industry; 
e geographical location of the borrower; 
e industry; 
e geographical location of the borrower; and 


e the value of collateral relative to the financial asset if it has an impact on the 
probability of a default occurring. 


If an entity is not able to group financial instruments for which the credit risk is considered to 
have increased significantly since initial recognition based on shared credit risk 
characteristics, the entity should recognise lifetime expected credit losses on a portion of the 
financial assets for which credit risk is deemed to have increased significantly. 


Lifetime expected credit losses are generally expected to be recognised before a financial 


instrument becomes past due. 
Measurement of expected credit losses 


Expected credit losses consider the amount and timing of payments, and as a result a credit 
loss arises even if the entity expects to be paid in full but paid later than when contractually 
due. 


The table below describes the expected credit loss for various instruments: 


Financial instrument Measurement of expected credit loss 


Financial asset The present value of the difference between: 


e the contractual cash flows that are due to an entity under the 
contract; and 


e the cash flows that the entity expects to receive. 
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Financial instrument Measurement of expected credit loss 


Undrawn loan The present value of the difference between: 


mmitmen TET 
CONN e the contractual cash flows that are due to the entity if the holder of 


the loan commitment draws down the loan; and 


e the cash flows that the entity expects to receive if the loan is drawn 
down. 


Loan commitments | Consider the expected portion of the 


e loan commitment that will be drawn down within 12 month of the 
reporting date for estimating 12 month expected credit losses; and 


e loan commitment that will be drawn down over the expected life of 
the loan commitment when estimating lifetime expected credit 
losses. 


| Lease receivable The cash flows used for determining expected credit losses should be 

| consistent with the cash flows used in measuring the lease receivable 
in accordance with GRAP 13. 

Financial guarantee An entity is required to make payments only in the event of a default by 

contract the debtor in accordance with the terms of the instrument that is 

guaranteed. 


| If the asset is fully guaranteed, the estimation of cash shortfalls for a 
financial guarantee contract would be consistent with the estimations of 
| | cash shortfalls for the asset subject to the guarantee. 


| Credit-impaired | The difference between the asset’s gross carrying amount and the 


financial assets at present value of estimated future cash flows discounted at the financial 
reporting date (i.e., asset’s original effective interest rate. 


not purchased or 
originated credit- 
impaired) 


Any adjustment is recognised in surplus or deficit as an impairment 
gain or loss 


GRAP 104 does not prescribe a specific method for measuring expected credit losses. 
However, the Standard requires the methods used to measure expected credit losses to reflect 
these specific principles: 


e anunbiased and probability-weighted amount that is determined by evaluating a range of 
possible outcomes; 


e the time value of money; and 


e reasonable and supportable information about past events, current conditions and 
forecasts of future economic conditions that is available without undue cost or effort at the 
reporting date. 
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Probability weighted outcome 


When measuring expected credit losses, an entity need not necessarily identify every possible 


forward-looking scenario, however the estimate should always reflect the possibility that a 


credit loss occurs and the possibility that no credit loss occurs even if the most likely outcome 


is no credit loss. 


The probability weighted estimate of credit losses is calculated over 12 months or lifetime, this 


requires an entity to consider what cashflows the entity expects to receive, and when they 


expect to receive them: 


e For lifetime expected credit losses, an entity estimates the risk of default occurring on the 


financial instrument during its expected life. 


e 12-month expected credit losses are a portion of the lifetime expected credit losses and 


represent the lifetime cash shortfall that will result if a default occurs in the 12 months after 


the reporting date (or a shorter period if the expected life of a financial instrument is less 


than 12 months), weighted by the probability of that default occurring. 


The entity considers what cash flow an entity expects to receive, and when they will be 


received. The cashflows are discounted using EIR or CAEIR. 


» 


The term “expected” in “expected credit losses”, “expected value” and “expected cash 
flows” refers to the probability-weighted mean of distribution and should not be 
confused with a most likely outcome or an entity's best estimate of the ultimate 
outcome. 


GRAP 104 does not define the term ‘default and an entity will have to establish its own 
policy for what it considers a default. It should apply a definition consistent with that 
used for internal credit risk management purposes for the relevant financial instrument. 
This should consider qualitative indicators (e.g., financial covenants) when appropriate. 
It should be noted that GRAP 104 includes a rebuttable presumption that a default does 
not occur later than when a financial asset is 90 days past due unless an entity has 
reasonable and supportable information to demonstrate that a more lagging default 
criterion is more appropriate. The purpose of the rebuttable presumption is to ensure 
that entities will not define default later than that point without reasonable and 
supportable information. 


The definition of default used for these purposes should be applied consistently to all 
financial instruments unless information becomes available that demonstrates that 
another default definition is more appropriate for a particular financial instrument. 
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Period over which to estimate expected credit losses 


The maximum period over which expected credit losses should be measured is the maximum 


contractual period over which the entity is exposed to credit risk (including extension periods), 


even if a longer period is consistent with practice. 


For loan commitments and financial guarantee contracts, this period would be the 
maximum contractual period over which the entity has a present contractual obligation to 
extend credit. 


When determining the period over which the entity is expected to be exposed to credit 
risk, but for which expected credit losses would not be mitigated by the entity’s credit 
risk management actions, an entity should consider factors such as historical 
information and experience about: 


@ =: 


e The period over which an entity is exposed to credit risk on similar financial 
instruments. 


e The length of time for related defaults to occur on similar financial instruments 
following a significant increase in credit risk. 


The credit risk management actions that an entity expects to take once the credit risk 
on the financial instruments has increased, such as the reduction or removal of 
undrawn limits. 


Time value of money 


Expected credit losses should be discounted to the reporting date, not to the expected default 


or some other date, using the effective interest rate determined at initial recognition or an 


approximation thereof. 


For purchased or originated credit-impaired financial assets (which excludes receivables), 
expected credit losses should be discounted using the credit — adjusted effective interest 
rate determined at initial recognition. 


Expected credit losses on lease receivables should be discounted using the same discount 


rate used in the measurement of lease receivable. 


Expected credit losses on loan commitments should be discounted using the effective 
interest rate, or an approximation thereof, that will be applied when recognising the 


financial asset resulting from the loan commitment. 


Expected credit losses on financial guarantee contracts or on loan commitments for which 
the effective interest rate cannot be determined should be discounted by applying a 
discount rate that reflects the current market assessment of the time value of money and 
the risks that are specific to the cash flows only to the extent that, the risks are taken into 


Issued September 2022 Page 88 of 168 


GRAP 104 on Financial Instruments 


account by adjusting the discount rate instead of adjusting the cash shortfalls being 
discounted. 


Reasonable and supportable information 


$. 


Reasonable and supportable information is information that is available at reporting 
date without undue cost or effort. This information includes information about past 
events, current conditions, and forecasts of future economic conditions. Information 
that is available for financial reporting purposes and that is relevant to the estimate of 
expected credit losses is available without undue cost or effort. 


An entity may use various sources of data, that is both internal (entity-specific) and external. 

Possible data sources include internal historical credit loss experience, internal ratings, credit 

loss experience of other entities and external ratings. Entities that do not have sufficient 

sources of entity-specific data may use peer group experience for the comparable financial 
instrument (or groups of financial instruments). 

Q Historical information is an important base for measuring expected credit losses. 

However, an entity should adjust historical data based on current observable data to 


reflect the effects of current conditions and the forecasts of future conditions that did 
not affect the period on which the historical data was based. 


Estimates of changes in expected credit losses should reflect and be consistent with, changes 
in related observable data from period to period. An entity should regularly review the 
methodology and assumptions used for estimating expected credit losses to reduce any 
differences between estimates and actual credit loss experience. 


Collateral 


The estimate of expected cash shortfalls should reflect the cash flows expected from collateral 
and other credit enhancements that are part of the contractual terms and are not recognised 
separately by the entity, except if management does not intend to call the collateral. 


When management intends to use the collateral, the estimate of expected cash shortfalls on 
a collateralised financial instrument reflects the amount and timing of cash flows that are 
expected from the foreclosure on the collateral less the costs of obtaining and selling the 
collateral. Any cash flows that are expected from the realisation of the collateral beyond the 
contractual maturity of the contract should be included in this analysis. 
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6.9.2 Simplified approach 


The simplified approach requires entities to always measure the loss allowance on a lifetime 
expected losses irrespective of the financial asset’s credit risk. This means that an entity does 
not need to identify whether there have been significant increases in credit risk. The simplified 
approach makes no distinction between 12 month and lifetime expected credit losses. 

The simplified approach should be applied to: 


e Receivables 


e Lease receivables 


The simplified approach means that for all trade receivables and lease receivables 


y entities will recognise the loss allowance at lifetime expected credit losses from initial 

Q recognition until derecognition. This approach alleviates the practical concerns of 
tracking changes in credit risk for entities without sophisticated credit risk management 
systems. 


Note that the term “receivables” in GRAP 104 broadly refers to contractual 
arrangements where goods and services are provided by an entity to another party. 


Applying the simplified approach using a provision matrix 


An entity may use practical expedients when measuring expected credit losses if they are 
consistent with the principles for measuring expected credit losses in GRAP 104. An example 
of a practical expedient is the calculation of the expected credit losses on receivables using a 


provision matrix. 


? Various methods can be used to calculate the expected credit losses on receivables. 

I The use of a provision matrix is not mandatory however this is a common method. 
Other methods would include customer-by-customer analysis where the entity has a 
small number of large contracts, application of expected loss rate linked to credit default 
spreads (‘CDS’). 


When using a provision matrix, an entity uses its historical credit loss experience considering 
required appropriate adjustments for receivables to estimate the lifetime expected credit 
losses. Depending on the diversity of the entity's customer base, the entity would use 
appropriate groupings if the historical credit loss experience showed significantly different loss 
patterns for different customer segments. 


GRAP 104 is not prescriptive about how to develop a provision matrix. Below is an illustration 
of one approach, however other approaches may be appropriate provided that they are 
consistent with the principles in GRAP 104. 
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Developing a provision matrix 


Step 1: Determine the appropriate groupings 


GRAP 104 does not provide explicit guidance on groupings, however examples of 
groupings that may be used include geographical region, service or product type, 
customer credit rating, collateral type and type of customer. 


Aggregate the individual trade receivables into groups of receivables that share similar 


credit risk characteristics. 
Step 2: Determine the historical period of sales 


For each group of receivables, the historical data needs to be collected. GRAP 104 
does not define how far back the data should be collected. Judgement should be 
applied to determine a reasonable period. In practice, this period could span two to five 


years. 


A newly established entity or an entity entering a new market might not have sufficient 
W) historical data of its own, in which case it might need to rely on external data, such as 


industry loss ratios. 


Step 3: Determine the historical payment profile 


Identify the total credit sales made and determine how much of receivables in respect 
of credit sales resulted in cash losses. The information should be analysed to 
determine the payment profile so that the historical default rate for each ageing bucket 


of receivables is determined. 


Illustration: 


Total sales R10,000 


Payment history: R 4,000 paid with 30 days of sales, R 3,000 paid between 30 and 60 
days, R 2,000 paid within 60 and 90 days, and R500 paid after 90 days 


The remaining unpaid receivables were written off as losses by the entity. 


Total sales paid 


Cumulative total paid 


R 8,500 


Ageing profile of 
sales (outstanding) 


Current sales 10,000 
Paid in 30 (4,000) (4,000) 6,000 
days 
Paid between (3,000) (7,000) 3,000 
30 - 60days 
Paid between (2,000) (9,000) 1,000 
60 - 90 days 
Paid after 90 (500) (9,500) 500 (loss) 
days 
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Step 4: Calculate the historical loss rate 


The loss rate is determined for each ageing bucket of receivables. This is determined 
as a % of the loss amount (determined in Step 3) and sales amount outstanding in 
each ageing bucket (determined in Step 3). 


Illustration: 


Ageing profile Loss (B) Loss rate (B/A) 


sales (A) 
Current sales 10,000 500 5% 


Payments 6,000 500 8.3% 
outstanding after 30 
days 

Payments 3,000 500 16.67% 
outstanding after 60 
days 

Payments 1,000 500 50% 


outstanding after 90 
days 


Step 5: Adjust the loss rate for current and forward-looking information 


The historical loss rate calculated in Step 4 reflect the economic conditions that existed 
during the historical period. They provide a basis for establishing the expected loss 
rate and should be adjusted for current and forward-looking information that might 
affect the ability of customers to settle the receivables. 


In accordance with GRAP 104, such information should be reasonable and 
supportable, and available without undue cost or effort. For example, consider the 
impact of expected changes in the economic, regulatory and technological 
environment (such as industry outlook, GDP, employment and politics) and external 
market indicators. 


This step of the calculation requires significant judgement. 


lllustration: 


For purposes of the illustration, the historical loss rate is adjusted to R600 to reflect the 
economic downturn and increase in unemployment rates. 


Ageing profile Loss (B) Loss rate (B/A) 
sales (A) 

Current sales 10,000 600 6% 
Payments outstanding 6,000 600 10% 
after 30 days 
Payments outstanding 3,000 600 20% 
after 60 days 
Payments outstanding 1,000 600 60% 
after 90 days 
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Step 6: Calculate the expected credit loss using the expected loss rates 


Apply the expected loss rates to the ageing profile of the receivables at the reporting 
date to calculate the total expected credit loss. 


Illustration: 


For purposes of the illustration, the total receivables at year end amount to R 2,000. 


Receivables Expected loss rate Expected 
balance at year credit loss 

end 
Current 1,000 6% 60 
30 - 60 days 500 10% 50 
60 - 90 days 300 20% 60 
After 90 days 200 60% | 120 
290 


Example: Provision Matrix 


Municipality M provides water delivery services for households within its jurisdiction. Households are invoiced 
on a monthly basis based on the water consumed during the period. This represents a portfolio of trade 
receivables of R30 million in 20X1 for Municipality M. The portfolio consists of a large number of households 
with small balances outstanding. The trade receivables are categorised by common risk characteristics that 
are representative of the households’ abilities to pay all amounts due in accordance with the contractual 
terms. The trade receivables do not have a significant financing component. 


To determine the expected credit losses for the portfolio, Municipality M uses a provision matrix. The 
provision matrix is based on its historical observed default rates over the expected life of the trade receivables 
and is adjusted for forward-looking estimates. At every reporting date the historical observed default rates 
are updated and changes in the forward-looking estimates are analysed. In this case it is forecast that 
economic conditions will deteriorate over the next year. 


On the basis, Municipality M estimates the following provision matrix: 


Current 1-30 31-60 61-90 More than 90 
days pastdue days pastdue days pastdue days past due 
Default rate 0.3% 1.6% 3.6% 6.6% 10.6% 


The trade receivables from the large number of households amount to R30 million and are measured using 
the provision matrix. 


Age analysis Gross carrying Loss 
amount allowance 
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based on 
lifetime ECL 


45 


120 


144 
165 
106 
580 


Example: Provision Matrix 


Finco is an entity that renders services on credit with payment terms of 30 days. During the current reporting 
period ending 31 March 20X0, the following information is available: 


1. Total credit sales 3,689,400 
2. Bad debts written off during the 76,000 
year 


3. Trade receivables 


Current 286,100 
31 - 60 days 310,000 
61 - 90 days 266,600 
More than 90 days 248,700 
Total receivables 1,111,400 


4. Cash collected during the year 


Within 30 days 744,800 
31 - 60 days 1,623,200 
61 - 90 days 154,000 
More than 90 days 56,000 
Total cash collected 2,578,000 
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The expected credit losses are determined using a provision matrix. The provision matrix is based on the 
historical observed default rates over the expected life of the trade receivables and is adjusted for forward- 
looking estimates. 

At every reporting date the historical observed default rates are updated and changes in the forward-looking 
estimates are analysed. In this case, Finco’s actuary has run a multiple regression analaysis, taking into 
consideration multicollinearity, serial correlation and heteroscedasticity, and has established "unemployment 
rate" to be highly correlated with Finco's credit losses. It has been assumed that unemployment rate will 
increase from 7% to 8% in the next financial year, and that this will trigger an increase of 10% in default 
losses. 

The following steps are applied to determine the provision matrix: 

Step 1: Determine the appropriate groupings 

Step 2: Determine the historical period of sales 

Step 3: Determine the historical payment profile 

Step 4: Calculate the historical loss rate 

Step 5: Adjust the loss rate for current and forward-looking information 

Step 6: Calculate the expected credit loss using the expected loss rates 

For purposes of the example, it is assumed that Finco has already determined the appropriate groupings and 


the historical period of sales is one year for illustrative purposes. The historical period should be a reasonable 
period over which historical data can be collected. 


Step 3: Determine the historical payment profile 


Total sales paid Cumulative total paid Ageing profile of 
sales (cumulative 
uncollected) 


Total sales - - 3,689,400 
Within 30 (744,800) (744,800) 2,944,600 
days 

31-60 days (1,623,200) (2,368,000) 1,321,400 
61 - 90 days (154,000) (2,522,000) 1,167,400 
> 90 days (56,000) (2,578,000) 1,111,400 
Bad debts (76,000) 
written off 

Total 1,035,400 
receivables 
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Step 4: Calculate the historical loss rate 


Ageing profile Loss (B) Loss rate (B/A) 

sales (A) 
Current 2,944,600 76,000 2.58% 
31 - 60 days 1,321,400 76,000 5.75% 
61 - 90 days 1,167,400 76,000 6.51% 
> 90 days 1,111,400 76,000 6.84% 


Step 5: Adjust the loss rate for current and forward-looking information 


Ageing profile Adjusted Loss Loss rate (B/A) 

sales (A) (B) 

(76,000*1.1) 
Current 2,944,600 83,600 2.84% 
31 - 60 days 1,321,400 83,600 6.33% 
61 - 90 days 1,167,400 83,600 7.16% 
> 90 days 1,111,400 83,600 6.84% 


Receivables 


balance at year 


Expected loss 
rate 


Step 6: Calculate the expected credit loss using the expected loss rates 


Expected credit 
loss 


end 


Current 286,100 2.84% 8,125 
31 - 60 days 310,000 6.33% 19,623 
61-90 days 266,600 7.16% 19,089 
> 90 days 248,700 6.84% 17,011 


Please see link below which includes detailed guidance of the debtors and collection analysis. 


GRAP 104 Provision toolkit 
ats For many public sector entities, receivables may be the only significant financial asset 
? held. In addition, public sector entities may not have the ability to choose the parties 
$, they transact with because of the nature of services they render as well as the laws 


and regulations governing these entities. In these instances, the standard allows for 
historical data and existing models to be incorporated as well as any necessary 
adjustments as needed to reflect current and forecasted conditions of expected credit 
losses. 
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6.10 Financial assets measured at cost 


Where there is objective evidence that an impairment loss has been incurred on an investment 
in residual interest that is carried at cost, because the fair value could not be measured reliably, 
an impairment loss should be recognised in surplus or deficit. 


The impairment loss is the difference between the carrying amount and the present value of 
estimated future cash flows discounted at the current market rate of return for similar financial 


assets. 


S A When the practical expedient to measure a residual interest at cost is applied, the 

Q residual interest should be impaired based on whether there is objective evidence that 
a loss has been incurred. This means that the incurred loss impairment model is used, 
however the impairment assessment is based on the definition of a credit-impaired 
financial asset. 


Example: Impairment loss of financial assets carried at cost 


Entity J acquired 100 shares in company G for R200,000 on 1 July 2009. At 30 June 2010 
the fair value of the shares are no longer available, and consequently the shares were then 
carried at cost. 


On 30 June 2010, it was noticed that the company was experiencing difficulty settling its 


debt. 

The following is the expected future cash flows from this investment: 
1 July 2010 Dividend R60,000 
30 June 2011 Liquidation dividend R110,000 


The expected rate of return from similar shares in the market is 12% per annum. 


The present value of expected cash flows (calculated R158,214 
using MS Excel or a financial calculator) is 


Impairment loss will therefore be R41,786 
(R200,000 — R158,214) 


The following journal entry will be made: 


30 June 2010 Debit Credit 


Impairment loss (surplus or deficit) 41,786 


Investment in shares as 


Recognising impairment loss on financial asset 


Issued September 2022 Page 97 of 168 


7.1 


GRAP 104 on Financial Instruments 


“9 s 
bJ 


An impairment loss recognised on a financial asset measured at cost may not be 
reversed. 


Derecognition 

Derecognition of financial assets 

Financial assets are derecognised using trade date accounting (refer to the section on initial 
recognition). 

An entity should derecognise a financial asset only when: 


e The contractual rights to the cash flows from the financial asset expire, are settled or 


waived; 


e The entity transfers to another party substantially all of the risks and rewards of 
ownership of the financial asset; or 


e The entity, although it has retained some significant risks and rewards of ownership 
of the financial asset, has transferred control of the asset to another party and that 
party has the practical ability to sell the asset in its entirety to an unrelated third party, 
and is able to exercise that ability unilaterally and without needing to impose additional 
restrictions on the transfer. When an entity has transferred control of an asset, it should: 


o derecognise the asset; and 


o recognise separately any rights and obligations created or retained in the transfer. 


The requirements for derecognition should be applied to a part of a financial asset (or 
a part of a group of similar financial assets) when it meets certain conditions as 
specified in GRAP 104. 


The decision tree below illustrates the evaluation of whether a financial asset should be 
derecognised. 


Issued September 2022 Page 98 of 168 


GRAP 104 on Financial Instruments 


An entity should firstly consolidate all controlled 
Consolidate all controlled entities in accordance with the Standard of GRAP 
entitites (including special on Consolidated Financial Statements where 


purpose entities) applicable, before it applies the derecognition 
provisions in GRAP 104. 


Derecognise 


Have the rights to cash 
the asset 


flows from the asset 
expired, been settled or 
waived? 


Derecognise 
the asset 


Has the entity transferred 
substantially all of the risks 
and rewards of ownership of 
the asset? 


Derecognise 


Has the entity transferred the asset 
control of the asset? 


Continue to recognise 
asset in its entirety 


7.1.1 Waiver of rights relating to financial assets 


An entity may waive its right to receive future contractual receipts (cash or another financial 
asset) under an existing agreement. The waiver of debt is the eradication of debt to achieve 
specific objectives, such as to provide free or subsidised water and electricity to low-income 
households. For example, a municipality may waive its right to contractual receipts due on 
consumer accounts where those consumers become eligible to have their debts waived based 


on the municipality’s indigent policy. 


Where the waiver of rights results in the provision of a social benefit, the classification and 
recognition of any loss on derecognition of the asset is accounted for in accordance with the 
section on concessionary loans. 
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S A Note that a waiver of debt should be distinguished from debt written off for purposes of 

Q disclosure in the financial statements. Debts owing to an entity that are uncollectable 
are written off, usually after following legal processes in order to collect the amount (or 
part thereof) that is outstanding. 


7.1.2 Assessing the transfer of risks and rewards 


To evaluate a transfer of risks and rewards, an entity compares its exposure to the variability 
in the amounts and timing of cash flows of the transferred asset before and after the transfer. 


An entity has retained substantially all of the risks and rewards of ownership when its 
exposure to variability in the present value of the future net cash flows from the financial asset 
does not change significantly following the transfer. 


In contrast, when the entity’s exposure is not significant in relation to the total variability in the 
present value of future net cash flows of that financial assets, then an entity has transferred 
substantially all of the risks and rewards of ownership of the financial asset. 


? It is not necessary for an entity to perform computations to compare its exposure to 

bI variability in the net cash flows before and after the transfer, unless it is not obvious 
whether the entity has transferred or retained substantially all of the risks and rewards 
of ownership. Such computation will be done using the current market interest rate. 


Examples of when an entity has transferred substantially all of the risks and rewards of 
ownership and examples of when an entity has retained substantially all of the risks and 
rewards of ownership (in which case the asset will not be derecognised): 


Entity transfers substantially all risks and | Entity retains substantially all risks and 
rewards rewards 


An unconditional sale of a financial asset A securities lending agreement 


A sale of a financial asset together withan | A sale and repurchase transaction where 
option to repurchase the financial asset at the repurchase price is a fixed price or the 
its fair value at the time of repurchase sale price plus a lender's return 


A sale of a financial asset together with a A sale of a financial asset together with a 
put or call option that is deeply out of the put or call option that is deeply in the 
money (therefore the possibility of money (therefore the possibility of 
exercising the option by the transferor will exercising the option by the transferor will 
be low as it is highly unlikely for it to go into | be high as it is highly unlikely for it to go out 
the money before expiry) of the money before expiry) 
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Entity transfers substantially all risks and | Entity retains substantially all risks and 
rewards rewards 


A sale of a financial asset together with a 
total return swap that transfers the market 


risk exposure back to the entity 


A sale of a short-term receivable in which 
the entity guarantees to compensate the 
transferee for credit losses that are likely to 
occur 


Example: Selling of debtors to a bank 


An entity sells a group of its accounts receivable to a bank at less than their face 
value. The entity continues to handle collections from the debtors on behalf of the 
bank, including sending monthly statements, and the bank pays the entity a market- 
rate fee for servicing the receivables. The entity is obliged to remit promptly to the 
bank any and all amounts collected. 


Which arrangement under the two scenarios below will result in the derecognition of 
the debtors? 


Scenario 1: The entity has no obligation to the bank for slow or non-payment 


by the debtors. 
? In this case, the entity has transferred substantially all of the risks and rewards of 
r] ownership of the receivables to the bank. Accordingly, it should remove the 


receivables from its statement of financial position (i.e., it derecognises them), and 
shows no liability in respect of the proceeds received from the bank. The entity will 
recognise a loss, calculated as the difference between the carrying amount of the 
receivables at the time of sale and the proceeds received from the bank. The entity 
should also recognise an asset and a liability to the extent that it has collected funds 
from the debtors but has not yet remitted them to the bank. 


Scenario 2: The entity has agreed to buy back from the bank any receivables 
for which the debtor is in arrears (principal or interest) for more than 180 days. 


In this case, the entity has retained the risk of slow payment or non-payment by the 
debtors which is a significant risk with respect to receivables. Accordingly, the entity 
will not treat the receivables as having been sold to the bank and therefore it should 
not derecognise them. Instead, it should treat the proceeds from the bank as a loan 
secured by the receivables. The entity will continue to recognise the receivables as 
an asset until they are collected or written off as uncollectible. 
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7.1.3 Assessing the transfer of control 


It is possible for an entity to retain some significant risks and rewards of ownership of the 
financial asset, but transfer control of the asset to another party (hereafter referred to as 
“transferee”). The transfer of control depends on whether the transferee has the practical 
ability to sell the asset in its entirety to an unrelated third party, and is able to exercise that 
ability unilaterally and without needing to impose additional restrictions on the transfer. If not, 
then the entity has retained control. 


It is important to remember that the substance, rather than the form, of the contract is crucial 
- the critical question in assessing the condition, is what the transferee is able to do in practice 
(not what the contract allows or prohibits), in particular: 


e The contractual right to dispose of a transferred asset has little practical effect if there is 


no market for the asset; and 


e An ability to dispose of a transferred asset has little practical effect if it cannot be exercised 
freely, therefore the ability to dispose of a transferred asset must be independent of the 
actions of others (i.e., unilateral ability) and the transferee must be able to dispose of the 
asset without needing to attach restrictive conditions, e.g., an option giving the transferor 
the right to repurchase the asset). 


For example, if Entity A transfers shares to Entity B, but retains the option to repurchase the 
shares at any time, Entity B will have the practical ability to sell the shares if they are traded 
in an active market, because then Entity B can repurchase the shares in the market if they 
need to be returned to Entity A. On the other hand, Entity B will not have the practical ability 
to sell the shares, if Entity A retains the option to repurchase the shares and Entity B cannot 
readily obtain the shares in an active market, if Entity A should exercise the option. 


The accounting treatment of transfers is discussed below. 


Type of Scenario Accounting consequences 
transfer 

T | 
Transfers Transfer financial asset in its | e Derecognise the transferred asset 


qualifying for entirety and retain right to 
derecognition service financial asset for a 
fee 


e Recognise a servicing asset or liability for 
the servicing contract 


Transfer financial asset in its | e Derecognise the transferred asset 
entirety but obtain new 
financial asset, financial 
liability or servicing liability 


e Recognise the new financial asset, 
financial liability or servicing liability at fair 
value 
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Type of Scenario Accounting consequences 


transfer 


| Transfers not Transfer financial asset that 


Allocate the previous carrying amount of 


qualifying for is part of a larger financial the larger financial asset between the part 

derecognition asset and that part qualifies continuing to be recognised and the part is 
for derecognition in its derecognised based on relative fair values 
entirety of the parts. 


e Determine fair value of part continuing to 
be recognised based recent prices. If no 
recent market transactions, fair value is 
difference between fair value of larger 
asset less consideration received for the 
transferred part. 


e Difference between carrying amount 
allocated to part derecognised and 
consideration for part derecognised 
(including new assets less new liabilities) is 

| recognised in surplus or deficit 


Retained substantially all e Continue to recognise the transferred asset 
risks and rewards in its entirety 


e Recognise financial liability for 
consideration received 


e In future periods, recognise any revenue on 
transferred asset and expense incurred on 
the financial liability. No offsetting is 

| permitted. 


All transfers e Carrying amounts of transferred asset is 
allocated between the rights or obligations 
retained and those transferred on the basis 
of their relative fair values at the transfer 
date 


e Difference between the carrying amount 
and fair value is recognised in surplus or 
deficit. 


Measure newly created rights and obligations at their fair values at that date. Any 
difference between the consideration received and the amounts recognised and 
| derecognised should be recognised in surplus or deficit in the period of the transfer. 


“9 An example of a transfer that does not result in derecognition of a financial 

Q asset is, for example a guarantee provided by an entity for default losses on a 
transferred asset. It will not be derecognised because the entity has retained 
substantially all the risks and rewards of ownership. Such a transferred asset 
will continue to be recognised by the entity in its entirety and the consideration 
received will be recognised as a liability. 
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7.2 Derecognition of financial liabilities 


An entity should remove a financial liability (or a part of a financial liability) from its statement 
of financial position when, and only when, it is extinguished. A financial liability (or part of it) is 


extinguished when the debtor either: 


e Discharges the liability (or part thereof) by paying the creditor, normally with cash, other 


financial liabilities, goods or services; 


e Is legally released from primary responsibility for the liability (or part of it) either by process 
of law (expires) or by the creditor (cancelled). If the debtor has given a guarantee, this 


condition may still be met; or 


e Waives the debt or it is assumed by another entity by way of a non-exchange transaction. 
These transactions are accounted for by considering the requirements in GRAP 104 and 
GRAP 23 on Revenue from Non-exchange Transactions (Taxes and Transfers). 


When a substantial modification of the terms of an existing financial liability (or part thereof) 
has been made, it should be accounted for as an extinguishment (therefore derecognition) of 
the original liability and the recognition of a new financial liability. This is done regardless of 
whether or not the modification is attributable to the financial difficulty of the debtor. 


For the purposes of the paragraph above, the terms will be regarded as being 
substantially different if: 


I the discounted present value of the cash flows (including certain costs or fees) 
under the new terms, using the original effective interest rate, is 


< 90 - 110% > 


than the discounted present value of the remaining cash flows of the original 
financial liability 


If the financial liability is extinguished due to the modification of terms which is considered to 
be substantial, i.e., at least a 10% difference, any costs or fees incurred are recognised as 


part of the gain or loss on the extinguishment. 


If the modification is not accounted for as an extinguishment, any costs or fees incurred are 
recognised against the carrying amount of the financial liability and are amortised over the 


remaining term of the modified liability. 
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Example: Substantial modification to cash flows 


An entity borrowed R100,000 on 1 June 20X1 at a rate of 10% (which represents a market- 
related rate), payable annually. The loan is repayable in full on 30 June 20X6. During 20X2 
the entity experiences financial difficulties and approaches the bank for a modification of the 
terms of the loan. 


The new terms were agreed upon on 1 July 20X2. In terms of the new agreement, the 
repayment term is lengthened by 2 years and no interest will be payable for 20X3 and 20X4. 
However, interest will be payable at a rate of 20% for the duration of the term from 20X5 
onwards. Legal fees of R5,000 were incurred to renegotiate the loan, which were paid on 1 
July 20X2. 


On 1 July 20X2 the carrying amount of the original loan is R100,000 (as the nominal interest 
rate equals the effective interest rate). 


Calculations: 


Using MS Excel or a financial calculator, the discounted cash flows under the new terms 
are calculated as follows on 1 July 20X2: 


Interest payments Capital payments Combined and 

PV @ 30 June 20x4 PV @ 30 June 20x4 PV @ 1 July 20x2 

PMT R20,000 0 0 
(R100,000 x 20%) 

| 10% 10% 10% 

NPER 4 4 2 

FV 0 R100,000 R131,699 

(R63,396 + R68,301) 

PV R63,397 R68,301 R108,842 

Fees R5,000 

NPV at 1 July 20x2: (R108,842 + R5,000) R113,842 


Note that the original effective interest rate should be used. 


Another way of calculating the discounted cash flows is as follows: 


CFO (1 July 20X2) (legal fees) 


R5,000) 
CF1 (30 June 20X3) = - 
CF2 (30 June 20X4) = - 
CF3 (30 June 20X5) (100,000 x 20%) = 
R20,000) 
CF4 (30 June 20X6) = 
R20,000) 
CF5 (30 June 20X7) = 
R20,000) 
CF6 (30 June 20X8) (100,000 +20,000) = 
(R120,000) 
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= 10% 
hat the original effective interest 
NPV rate should be used = 
R113,842 


Conclusion: 


The present value differs by more than 10% from the current carrying amount of the loan 
and therefore the modification is treated as an extinguishment of the current loan and a new 
loan will be recognised. 


The difference between the carrying amount of a financial liability extinguished or transferred 
to another party and the consideration paid (including any non-cash assets transferred or 
liabilities assumed), should be recognised in surplus or deficit. 


Any liabilities waived, forgiven, or assumed by another entity by way of a non-exchange 
transaction are accounted for in accordance with GRAP 23 on Revenue from Non-exchange 
Transactions (Taxes and Transfers). 
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Presentation 
Interest, dividends or similar distributions, gains and losses 
8.1.1 Treatment of interest, dividends or similar distributions and gains or losses 


Interest, dividends or similar distributions, and gains and losses relating to a financial 
instrument or a component that is a financial liability, should be recognised as revenue or 


expense in surplus or deficit. 


Dividends or similar distributions to holders of residual interests should be debited directly in 
net assets. 


The classification of a financial instrument as a financial liability or a residual interest 
determines whether interest, dividends or similar distributions, and gains and losses relating 
to that instrument, are recognised as revenue or expense in surplus or deficit. Thus, payments 
for dividends or similar distributions on instruments wholly recognised as liabilities are 
recognised as expenses in the same way as interest on a bond. Similarly, gains and losses 
associated with redemptions or refinancing of financial liabilities are recognised in surplus or 
deficit, whereas redemptions or refinancing of residual interests are recognised as changes in 
net assets. Changes in the fair value of a residual interest are not recognised in the financial 


statements. 


Dividends or similar distributions classified as an expense are presented in the statement of 
financial performance, either with interest on other liabilities, or as a separate item. In addition 
to the requirements of GRAP 104, disclosure of interest and dividends or similar distributions 
is subject to the requirements of GRAP 1 on Presentation of Financial Statements. Disclosures 
of the tax effects (where applicable) are made in accordance with the IAS 12 on Income Taxes. 


8.1.2 Treatment of transaction costs 


Transaction costs incurred on residual interests should be accounted for as a deduction from 
net assets. 


Costs incurred in issuing or acquiring an entity's own residual interests, for example, 
registration and other regulatory fees, amounts paid to legal, accounting and other 
professional advisers, printing costs and stamp duties, are accounted for as a deduction from 
net assets to the extent that they are incremental costs directly attributable to the transaction 
that otherwise would have been avoided. The costs of such a transaction that is abandoned 


are recognised as an expense. 
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Transaction costs that relate to the issue of a compound financial instrument are allocated to 
the liability and residual interest components of the instrument in proportion to the allocation 
of proceeds. 


The amount of transaction costs accounted for as a deduction from net assets in the period is 
disclosed separately in accordance with the GRAP 1 on Presentation of Financial Statements. 


Income tax (where applicable) relating to distributions to holders of residual interests and to 
transaction costs incurred on residual interests shall be accounted for in accordance with the 
International Accounting Standard on Income Taxes. 


Offsetting a financial asset and a financial liability 


A financial asset and a financial liability should be offset and the net amount presented in the 
statement of financial position when, and only when, an entity satisfies both the following 


conditions: 
e Currently has a legally enforceable right to set off the recognised amounts; and 


e Intends either to settle on a net basis, or to realise the asset and settle the liability 


simultaneously. 


Financial assets and financial liabilities are presented on a net basis when, in doing so, it 
reflects an entity’s expected future cash flows from settling two or more separate financial 
instruments. When an entity has the right to receive or pay a single net amount and intends to 
do so, it has, in effect, only a single financial asset or financial liability. In all other 
circumstances, financial assets and financial liabilities are presented separately from each 
other, consistently with their characteristics as resources (assets) or obligations (liabilities) of 
the entity. 


In accounting for a transfer of a financial asset that does not qualify for derecognition (see 
section on Derecognition), the transferred asset and the associated liability may not be 


offset. 


T Offsetting a recognised financial asset and a recognised financial liability and 
Q presenting the net amount in the statement of financial position is not the same as the 
derecognition of a financial asset or a financial liability. 


With derecognition, a financial instrument previously recognised is removed from the 
statement of financial position and may also result in a gain or loss. 
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The conditions for offsetting are generally not satisfied and offsetting is usually inappropriate 


when: 


e Obligations incurred that are expected to be recovered from a third party via a claim made 


under an insurance contract; 


e Financial assets and financial liabilities arise from financial instruments having the same 
primary risk exposure (for example, assets and liabilities within a portfolio of forward 


contracts or other derivative instruments) but involve different counterparties; 


e Financial or other assets are pledged as collateral for non-recourse financial liabilities. A 
non-recourse financial liability is a type of liability that is secured by collateral, which is 
usually property. If the borrower defaults, the issuer can seize the collateral, but cannot 
seek out the borrower for any further compensation, even if the collateral does not cover 
the full value of the defaulted amount. This is one instance where the borrower does not 
have personal liability for the loan; 


e Several different financial instruments are used to emulate the features of a single financial 
instrument (a ‘synthetic instrument’). For example, a synthetic share can be created by 
purchasing a call option and simultaneously selling a put option on the same share. The 
synthetic share would have the same capital-gain potential as the underlying security; or 


e Financial assets are set aside in trust by a debtor for the purpose of discharging an 
obligation, without the creditor accepting those assets as a settlement option for the 
obligation (for example, a sinking fund arrangement). 


Offsetting cash and cash equivalents 


Q An entity should not offset bank accounts in overdraft against other bank balances, 
unless it has a legally enforceable right to do so. 


Therefore, bank accounts in overdraft should be disclosed separately under current 
liabilities and not offset against other cash and equivalents (which are disclosed under 
current assets). 


GRAP 104 does not deal with the presentation of derivatives; derivatives should be shown 
either as assets or liabilities in the statement of financial position, netted off, or shown 
separately, as decided by the entity. 
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9. Disclosure 


Summary of disclosure required: 


Categories of financial 
instrtuments 


Reclassification 


Offsetting 


Derecognition 


Statement of financial 
position 


Collateral 


Concessionary loans 
and investments 


Compound finstruments' 
with multiple embedded 


Significance of financial derivatives 
instruments 


Defaults and breaches 


Items of revenue, 
expense, gains or 
losses 


Statement of financial 
performance 


Accounting policies 


Other disclosures 


Disclosures 


Fair value disclosures 


Exposures to risk 


Qualitative disclosures 


Objectives, policies and 
processes 


Nature and extent of 
risks arising from 


financial instruments Credit risk 


Quantitative disclosures Liquidity risk Currency risk 


Market risk 


Interest rate risk 


Other price risk 
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The objective of the disclosures in GRAP 104 is for entities to disclose information about 


financial instruments that will enable users of financial statements to evaluate: 
e The significance of financial instruments for the entity’s financial position and performance 


e The nature and extent of risks arising from financial instruments to which the entity is 
exposed during the period and at the end of reporting period and how the entity manages 
those risks. 


The disclosures should be applied to recognised and unrecognised financial instruments. 


e Recognised financial instruments are financial assets and financial liabilities 
recognised in accordance with GRAP 104. 


S e Unrecognised financial instruments are those financial instruments that are 
recognised and measurement in accordance with other Standards of GRAP but 
subject to the disclosure requirements of GRAP 104 - for example financial 
guarantee contracts and loan commitments. 


Accounting policies 


GRAP 104 (and GRAP 1) requires disclosure of the measurement basis (or bases) used in 
preparing the financial statements and the other accounting policies used that are relevant to 
an understanding of the financial statements. For financial instruments, such disclosure may 


include: 
e For financial liabilities designated at fair value through surplus or deficit: 


o the nature of the financial liabilities the entity has designated at fair value through 
surplus or deficit; 


o the criteria for designating financial liabilities at initial recognition; and 


o how the entity satisfied the conditions for such designation. 


e For financial assets designated at fair value through surplus or deficit: 


o the nature of the financial assets the entity has designated at fair value through surplus 
or deficit; and 


o how the entity satisfied the criteria for such designation. 


e How net gains or net losses on each category of financial instrument are determined (see 
section on items of revenue, expense, gains or losses), for example, whether the net 
gains or net losses on items at fair value include interest revenue or income from dividends 


or similar distributions. 
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Classes of financial assets and level of disclosure 


When GRAP 104 requires disclosures by class of financial instrument, it means an entity 


should group financial instruments into classes that are appropriate to the nature of the 


information disclosed and that take into account the characteristics of those financial 


instruments. An entity should provide sufficient information so that it can be reconciled back 


to the line items presented in the statement of financial position. 


bJ 


Take note of the difference between classes of financial instruments and categories 
of financial instruments, the former is determined by the entity (for example classes of 
debtors or types of services provided) while the latter is specified in GRAP 104, which 
determines how financial instruments are measured. Refer to the section on initial 
measurement for the categories as specified in GRAP 104. 


In determining classes of financial instrument, an entity should, at a minimum: 


e Distinguish instruments measured at amortised cost and cost from those measured at fair 


value; and 


e Treat as a separate class or classes, those financial instruments outside the scope of 


GRAP 104 (refer to section on scope for the list of instruments). 


@-: 


When determining classes of financial instruments, an entity should consider the nature 
and type of instruments. For example, it would be appropriate to show trade receivables 
and trade payables as a separate class and other receivables and other payables as a 
separate class. 


Trade receivables and trade payables are of a different nature than other receivables 
and other payables, the latter of which have more to do with the entity’s internal 
operations, whereas the former are usually directly linked to the mandate of the entity, 
i.e., it results from exercising its main functions. 


An entity should decide, based on its circumstances, the following: 
e How much detail it provides to satisfy the requirements of GRAP 104: 
e How much emphasis it places on different aspects of the requirements; and 


e How it aggregates information to display the overall picture without combining 
information with different characteristics. 


It is necessary to strike a balance between overburdening financial statements with 
excessive detail that may not assist users of financial statements and causing important 
information to not be understandable or clear to the users of financial statements as a 
result of too much aggregation. For example, an entity should not ‘hide’ important 
information by including it among a large amount of insignificant detail. Similarly, an 
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entity should not disclose information that is so aggregated that important differences 
between individual transactions or associated risks are not clearly identifiable. 


The two main categories of disclosures required by GRAP 104 are: 
e Information about the significance of financial instruments; and 


e Information about the nature and extent of risks arising from financial instruments. 


Information about the significance of financial instruments 
An entity should disclose the significance of financial instruments for an entity’s financial 
position and financial performance. This includes: 
9.3.1 Statement of financial position 
Categories of financial assets and financial liabilities 
The carrying amounts of each of the categories of financial instruments should be disclosed 
either in the statement of financial position or in the notes: 
e Financial assets at fair value through surplus or deficit, showing separately: 
o financial assets designated as such at initial recognition; and 


o financial assets mandatorily measured as such. 


e Financial liabilities at fair value through surplus or deficit, showing separately: 
o financial liabilities designated as such at initial recognition; and 


o financial liabilities held for trading. 


e Financial assets at amortised cost. 
e Financial liabilities at amortised cost. 


An entity may present financial assets and financial liabilities in separate line items under 
financial instruments at fair value or financial instruments at amortised cost, for example, 
derivatives and instruments held-for-trading, where this disclosure is useful in understanding 


the significance of these instruments to an entity’s financial position and performance. 
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> Some notes to the financial statements include line items of financial and non-financial 
$ instruments. For example, included in trade and other payables are other payables 
such as employee-related accruals, VAT payable and income received in advance 
which are not financial instruments. In such cases, it would be useful to make a clear 
distinction of the items representing financial instruments and non-financial 
instruments. 
GRAP 104 requires additional information about the concessionary loans, and financial assets 
that are designated as measured at fair value through surplus or deficit that would otherwise 


be measured at amortised cost. 


When investments in residual interests are measured at cost, an entity should disclose why it 
used cost and specify the inputs that could not be estimated reliably to determine fair value. 


Reclassification 


If the entity has reclassified a financial instrument from one category to another in the current 
or previous reporting periods in accordance with the section on reclassifications, it should 
disclose: 


e The date of reclassification; 


e Anexplanation of the change in management model and qualitative description of its effect 


on the entity’s financial statements; and 
e The amount reclassified into and out of each category. 
For all subsequent reporting periods until derecognition, an entity should disclose the effective 


interest rate determined on reclassification date as well as the interest revenue, for assets 


reclassified from fair value through surplus or deficit to amortised cost. 
Derecognition 


If an entity has transferred financial assets in such a way that part or all of the financial assets 
do not qualify for derecognition (see section on Derecognition), it should disclose for each 


class of such financial assets: 
e The nature of the assets; 
e The nature of the risks and rewards of ownership to which the entity remains exposed; and 


e When the entity continues to recognise all of the assets, the carrying amounts of the assets 
and of the associated liabilities. 
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Collateral 


An entity should disclose: 


e The carrying amount of financial assets it has pledged as collateral for liabilities or 
contingent liabilities, including amounts that have been reclassified (where a transferor 
provides non-cash collateral such as a residual interest or debt instrument to a transferee 
and the latter has the right to sell or repledge the collateral); and 


e The terms and conditions relating to its pledge. 


p Example: Disclosure of assets pledged as collateral 


The Entity has pledged certain financial assets as collateral against certain 
borrowings. The fair value of these assets as at 31 March 20x1 is Rx (20x0: Rx). The 


Entity is entitled to receive all cash flows from these pledged assets. There is no 
obligation to remit these cash flows to another entity. 


When an entity holds collateral (of financial or non-financial assets) and is permitted to sell or 
repledge the collateral in the absence of default/non-payment by the owner of the collateral, it 
should disclose: 


e The fair value of any such collateral sold or repledged, whether the entity has an obligation 
to return it, and whether the collateral held is sufficient for the debts owing; and 


e The terms and conditions associated with its use of the collateral. 
Compound financial instruments with multiple embedded derivatives 


If an entity has issued an instrument that contains both a liability and a residual interest 
component (see section of Compound financial instruments [Complex instruments]) and 
the instrument has multiple embedded derivatives whose values are interdependent (such as 
a callable convertible debt instrument), it should disclose the existence of those features. 


Concessionary loans and investments 


If an entity has granted or received a concessionary loan or investments, it should disclose: 
e The existence of such loans and investments; 
e Their significant terms and conditions; 


e The nominal value of the loan and investment balances at year end; and 
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e Circumstances leading to the purchase or origination of a credit impaired concessionary 


loan. 


The following information is disclosed for concessionary loans granted and measured at 


amortised cost or fair value: 


Concessionary loans granted and | Concessionary loans granted and 
measured at amortised cost measured at fair value 


Reconciliation between the opening and | Reconciliation between the opening and 
closing carrying amounts of the loans | closing carrying amounts of the loans 
including: including: 


Nominal value of new loans granted 
during the period 


Concessionary component 
recognised at initial recognition 


Loans repaid during the period 
Impairment losses recognised 


Any increase in the discounted 
amount arising from passage of time 
during the period 


Nominal value of new loans granted 
during the period 


Concessionary component 
recognised at initial recognition 


Loans repaid during the period 


Fair value adjustment during the 
period (separate from initial 
recognition) 

Other changes 


Other changes 


Valuation assumptions, 
valuation approach 


The following information is disclosed for concessionary loans granted that are credit-impaired 
on purchase or origination, in addition to the disclosures above: 


e Reconciliation between the opening and closing balance of nominal value of any new loans 


granted, on an undiscounted basis. Disclosing separately the: 


o Concessionary component of the loan which reflects any capital or interest cash flows 
that need not be paid, and the difference between interest cash flows on a market basis 
and those using the nominal interest rate; and 


o the expected credit losses recognised on initial recognition. 
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Defaults and breaches 


For loans payable recognised at the end of the reporting period, an entity should disclose: 


e Details of any defaults during the period of principal, interest, sinking fund, or redemption 
terms of those loans payable; 


e The carrying amount of the loans payable in default at the end of the reporting period; and 
e Whether the default was remedied, or the terms of the loans payable were renegotiated, 


before the financial statements were authorised for issue. 


If, during the period, there were breaches of loan agreement terms other than those described 
above (see first bullet), an entity should disclose the same information as required above if 
those breaches permitted the lender to demand accelerated repayment (unless the breaches 
were remedied, or the terms of the loan were renegotiated, on or before the end of the 
reporting period). 


9.3.2 Statement of financial performance 

Items of revenue, expense, gains or losses 

An entity should disclose the following items of revenue, expense, gains or losses either in the 
statement of financial performance or in the notes: 

e Net gains or net losses on: 


o financial assets or financial liabilities at fair value through surplus of deficit showing 
separately those designated as such at initial recognition and those that are 
mandatorily measured at fair value through surplus or deficit. For financial liabilities 
designated at fair value through surplus or deficit, the amount of gain or loss 
recognised in net assets and surplus or deficit should be shown separately. 


o financial assets at amortised cost; and 
o financial liabilities at amortised cost. 
e Total interest income and total interest expense (calculated using the effective interest 


method) for financial assets at amortised cost, or financial liabilities that are not measured 
at fair value through surplus or deficit. 


e Fee income and expense (other than amounts included in determining the effective 


interest rate) arising from: 


o financial instruments that are not at fair value through surplus of deficit; and 
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o trust and other fiduciary activities that result in the holding or investing of assets on 
behalf of individuals, trusts, retirement benefit plans, and other institutions. 


Note that items of revenue, expense, gains and losses mentioned above should be 
disclosed for each category of financial instrument. 


9.3.3 Notes to the financial statements 


Fair value disclosures 


The disclosure of the fair values of financial instruments measured at amortised cost is 
encouraged, but not required. Where an entity has measured items at fair value or elects 
to disclose the fair values of financial instruments measured at amortised cost, it applies the 


paragraph below. 


An entity should disclose for each class of instrument measured or disclosed at fair value 
through surplus or deficit, the methods and, when a valuation technique is used, the 
assumptions applied in determining the fair values of each class of financial assets or 
financial liabilities. For example, if applicable, an entity discloses information about the 
assumptions relating to rates of estimated credit losses and interest rates or discount rates. If 
there has been a change in valuation technique, the entity should disclose that change and 


the reasons for making it. 


Example: Fair value disclosures 


An example illustrating the disclosure with regards to fair value information. 
r] Specific valuation methodologies used to value financial instruments include: 


e The fair values of interest rate swaps and foreign exchange contracts are calculated 
as the present value of expected future cash flows based on observable yield 
curves and exchange rates. 


e Techniques, including discounted cash flow analysis, are used to determine the fair 
values of other financial instruments. 


For fair value measurements recognised in the statement of financial position an entity should 
disclose for each class of financial instruments the level in the fair value hierarchy into which 
the fair value measurements are categorised in their entirety, segregating fair value 
measurements in accordance with the levels defined in the paragraph below. 
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For fair value measurements recognised in the statement of financial position, an entity should 
classify fair value measurements using a fair value hierarchy that reflects the significance of 
the inputs used in making the measurements. The fair value hierarchy should have the 


following levels: 
e Level 1 - quoted prices (unadjusted) in active markets for identical assets or liabilities; 


e Level 2 - inputs other than quoted prices included within Level 1 that are observable for 
the asset or liability, either directly (i.e., as prices) or indirectly (i.e., derived from prices); 
and 


e Level 3 - inputs for the asset or liability that are not based on observable market data 
(unobservable inputs). 


The levels are based on the determination of the fair value of financial instruments as 


discussed under subsequent measurement. 


The level in the fair value hierarchy within which the fair value measurement is categorised in 
its entirety should be determined on the basis of the lowest level input that is significant to the 
fair value measurement in its entirety. For this purpose, the significance of an input is assessed 


against the fair value measurement in its entirety. 


If a fair value measurement uses observable inputs that require significant adjustment based 
on unobservable inputs, that measurement is a Level 3 measurement. Assessing the 
significance of a particular input to the fair value measurement in its entirety requires 


judgement, considering factors specific to the asset or liability. 


For fair value measurements recognised in the statement of financial position an entity is 


encouraged, but not required to disclose for each class of financial instruments: 


e Any significant transfers between Level 1 and Level 2 of the fair value hierarchy and the 
reasons for those transfers. Transfers into each level should be disclosed and discussed 
separately from transfers out of each level. For this purpose, significance should be judged 
with respect to surplus or deficit, and total assets or total liabilities. 


e For fair value measurements in Level 3 of the fair value hierarchy, a reconciliation from the 
beginning balances to the ending balances, disclosing separately changes during the 
period attributable to the following: 


o total gains or losses for the period recognised in surplus or deficit, and a description of 
where they are presented in the statement of financial performance; 
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o purchases, sales, issues and settlements (each type of movement disclosed 
separately); and 


o transfers into or out of Level 3 (e.g., transfers attributable to changes in the 
observability of market data) and the reasons for those transfers. For significant 
transfers, transfers into Level 3 should be disclosed and discussed separately from 
transfers out of Level 3. 


e For fair value measurements in Level 3, the amount of total gains or losses for the period, 
included in surplus or deficit, that are attributable to gains or losses relating to those assets 
and liabilities held at the end of the reporting period and a description of where those gains 


or losses are presented in the statement of financial performance. 


e For fair value measurements in Level 3, if changing one or more of the inputs to reasonably 
possible alternative assumptions would change fair value significantly, the entity should 
state that fact and disclose the effect of those changes. The entity should disclose how the 
effect of a change to a reasonably possible alternative assumption was calculated. For this 
purpose, significance should be judged with respect to surplus or deficit, and total assets 
or total liabilities. 


An entity should present the encouraged quantitative disclosures required by the 
paragraph above in tabular format, unless another format is more appropriate. 


Information about the nature and extent of risks arising from financial instruments 


The disclosures required by the sections, qualitative disclosures and quantitative disclosures, 
focus on the risks that arise from financial instruments and how they have been managed. 
These risks typically include, but are not limited to: 


e Credit risk; 

e Liquidity risk; and 

e Market risk. 

The disclosures required below can be either given in the financial statements or incorporated 


by cross-reference from the financial statements to some other statement, such as a 


management commentary or risk report, that is available to users of the financial statements 
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on the same terms as the financial statements and at the same time. Without the information 


incorporated by cross-reference, the financial statements will be incomplete. 


9.4.1 Qualitative disclosures 


For each type of risk arising from financial instruments, an entity should disclose: 


The exposures to risk and how they arise, for example an entity would disclose: the entity 
is exposed to significant credit risk as it provides credit to low income households or, the 
entity is exposed to foreign currency risk as it purchases some of its capital equipment 


dominated in Euros; 


Its objectives, policies and processes for managing the risk and the methods used to 


measure the risk. This may include for example, disclosing the following: 


o the structure and organisation of the entity’s risk management function(s), including a 


discussion of independence and accountability; 
o the scope and nature of the entity’s risk reporting or measurement systems; 


o the entity’s policies for hedging or mitigating risk, including its policies and procedures 
for taking collateral; and 


Any changes in above from the previous period, which may result from changes in 
exposure to risk or from changes in the way those exposures, are managed. 


9.4.2 Quantitative disclosures 


For each type of risk arising from financial instruments, an entity should disclose: 


Summary quantitative data about its exposure to that risk at the end of the reporting period. 
This disclosure should be based on the information provided internally to management 
of the entity (as defined in the Standard of GRAP on Related Party Disclosures), for 
example the entity’s board of directors, governing body or senior management. When an 
entity uses several methods to manage a risk exposure, the entity should disclose 
information using the method(s) that provide the most relevant and reliable information. 
Refer to GRAP 3 on Accounting Policies, Changes in Accounting Estimates and Errors, 
which discusses relevance and reliability. 


The disclosures required by the sections below on credit risk, liquidity risk and market 
risk, to the extent not provided as above, unless the risk is not material (see GRAP 1 on 
Presentation of Financial Statements, for a discussion of materiality). 


Concentrations of risk, if not apparent from the two paragraphs above. Concentrations of 


risk arise from financial instruments that have similar characteristics and are affected 
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similarly by changes in economic or other conditions. The identification of concentrations 
of risk requires judgement taking into account the circumstances of the entity. Disclosure 
of concentrations of risk should include: 


o adescription of how management determines concentrations; 


o a description of the shared characteristic that identifies each concentration (e.g., 
counterparty, geographical area, currency or market); and 


o the amount of the risk exposure associated with all financial instruments sharing that 
characteristic. 


Concentrations of credit risk may arise from the following: 


e Sectors: If an entity's counterparties are concentrated in one or more sectors (such as 
household consumers and businesses) it should disclose separately exposure to risks 


arising from each concentration of counterparties; 


e Credit rating or other measure of credit quality. \f an entity's counterparties are 
concentrated in one or more credit qualities (such as secured loans/credit or unsecured 
loans/credit) or in one or more credit ratings (such as investment grade or speculative 
grade), it should disclose separately exposure to risks arising from each concentration of 


counterparties; 


e Geographical distribution: \f an entity’s counterparties are concentrated in one or more 
geographical areas (such as areas within a municipality) it should disclose separately 


exposure to risks arising from each concentration of counterparties; and 


e A limited number of individual counterparties or groups of closely related counterparties. 


Concentrations of liquidity risk may arise from the following: 
e Repayment terms; and 


e Sources of borrowing. 


If the quantitative data disclosed as at the end of the reporting period is unrepresentative of 
an entity’s exposure to risk during the period, an entity should provide further information that 
is representative of the period. To meet this requirement, an entity could disclose the highest, 
lowest and average amount of risk to which it was exposed during the period. For example, if 
an entity has a large exposure to a particular currency, but at year-end unwinds the position, 
the entity could disclose a graph that shows the exposure at various times during the period, 


or disclose the highest, lowest and average exposures. 
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The disclosures for the three main types of risks, namely credit risk, liquidity risk and 


market risk, are discussed below. 


Credit risk 


&. Credit risk is the risk that one party to a financial instrument will cause a financial loss 
for the other party by failing to discharge an obligation. 


The following are discussed below: 


Scope and objectives 

Credit risk management practices 

Quantitative and qualitative information about amounts arising from expected credit losses 
Credit risk exposure 


Collateral and other credit enhancements obtained 


Scope and objectives 


The credit risk disclosure requirements should be applied to financial instruments to which the 


impairment requirements in GRAP 104 are applicable. 


These disclosures enable the users of financial statements to understand the effect of credit 


risk on the amount, timing and uncertainty of future cash flows. This is achieved when the 


disclosures provide: 


information about an entity’s credit risk management practices and how they relate to the 
recognition and measurement of expected credit losses, including the methods, 


assumptions and information used to measure expected credit losses; 


quantitative and qualitative information that allows users of financial statements to 
evaluate the amounts in the financial statements arising from expected credit losses, 
including changes in the amount of expected credit losses and the reasons for those 
changes; and 


information about an entity’s credit risk exposure (i.e., the credit risk inherent in an entity’s 
financial assets and commitments to extend credit) including significant credit risk 


concentrations. 
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Q It is not necessary to duplicate information that is already presented elsewhere 
provided that the information is incorporated by way of cross-reference from the 
financial statements to other statements. 


Credit risk management practices 


An entity should disclose information that enables users of financial statements to understand 
and evaluate: 


e how an entity determined whether the credit risk of financial instruments has increased 
significantly since initial recognition, including, if and how: 


o financial instruments are considered to have low credit risk, including the classes of 
financial instruments to which it applies; and 


o the presumption, that there have been significant increases in credit risk since initial 
recognition when financial assets are more than 30 days past due, has been rebutted; 


e anentity’s definitions of default, including the reasons for selecting those definitions; 


Information about an entity's definitions of default may include: 
e the qualitative and quantitative factors considered in defining default; 


e whether different definitions have been applied to different types of financial 
instruments; and 


e assumptions about the cure rate (i.e., the number of financial assets that return 
to a performing status) after a default occurred on the financial asset. 


e how the instruments were grouped if expected credit losses were measured on a collective 
basis; 
e how an entity determined that financial assets are credit-impaired financial assets; 


e anentity’s write-off policy, including the indicators that there is no reasonable expectation 
of recovery and information about the policy for financial assets that are written-off but are 
still subject to enforcement activity; and 


e how the requirements for modification of contractual cash flows of financial assets have 
been applied, including how an entity: 


o determines whether the credit risk on a financial asset that has been modified while 
the loss allowance was measured at an amount equal to lifetime expected credit 
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losses, has improved to the extent that the loss allowance reverts to being measured 
at an amount equal to 12 month expected credit losses; and 


o monitors the extent to which the loss allowance on financial assets meeting the criteria 
the bullet above is subsequently remeasured at an amount equal to lifetime expected 


credit losses. 


An entity should explain the inputs, assumptions and estimation techniques used to apply the 
impairment requirements by disclosing: 
e the basis of inputs and assumptions and the estimation techniques used to: 

o measure the 12 month and lifetime expected credit losses; 


o determine whether the credit risk of financial instruments has increased significantly 


since initial recognition; and 


o determine whether a financial asset is a credit-impaired financial asset. 


Q The assumptions and inputs used may include information obtained from internal 
historical information or rating reports and assumptions about the expected life of 
financial instruments and the timing of the sale of collateral. 


e how forward-looking information has been incorporated into the determination of expected 


credit losses, including the use of macroeconomic information; and 
e changes in the estimation techniques or significant assumptions made during the reporting 


period and the reasons for those changes. 


Quantitative and qualitative information about amounts arising from expected credit 
losses 


An entity should disclose by class of financial instrument, the changes in the loss allowance 
as a reconciliation from opening balance to closing balance of the loss allowance, in a table, 
showing separately the changes during the period for: 


e the loss allowance measured at an amount equal to 12 month expected credit losses; 
e the loss allowance measured at an amount equal to lifetime expected credit losses for: 


o financial instruments for which credit risk has increased significantly since initial 


recognition but that are not credit-impaired financial assets; 
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o financial assets that are credit-impaired at the reporting date (but that are not 
purchased or originated credit-impaired); 


o receivables, or lease receivables for which the loss allowances are measured using 


the simplified approach; 


financial assets that are purchased or originated credit-impaired. In addition to the 
reconciliation, an entity shall disclose the total amount of undiscounted expected credit 
losses at initial recognition on financial assets initially recognised during the reporting 
period. 


In addition, an entity should provide an explanation of how significant changes in the gross 


carrying amount of financial instruments during the period contributed to changes in the loss 


allowance. This information should be provided separately for financial instruments that 


represent the loss allowance as listed in the previous three bullets and shall include relevant 


qualitative and quantitative information. 


Examples of changes in the gross carrying amount of financial instruments that contributed to 


the changes in the loss allowance may include: 


changes because of financial instruments originated or acquired during the reporting 
period; 


the modification of contractual cash flows on financial assets that do not result in a 
derecognition of those financial assets; 


changes because of financial instruments that were derecognised (including those that 
were written-off) during the reporting period; and 


changes arising from whether the loss allowance is measured at an amount equal to 12 
month or lifetime expected credit losses. 
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Changes in loss allowance 


Loans receivable — loss allowance 


12-month 
ECL 


Lifetime ECL 
(assessed 
collectively) 


Lifetime 
ECL 
(assessed 
individually) 


Credit- 
impaired 
ECL 


R’000 


R’000 


R’000 


Opening balance at 1 Apr 
20x1 


Changes during the year 
attributable to: 


Transfers to lifetime ECL 


Transfers to credit-impaired 


Transfers to 12-month ECL 


Financial assets 
derecognised 


New financial assets 
originated or purchased 


Financial assets written-off 


Changes in models or risk 
parameters 


Foreign currency and other 
movements 


Closing balance at 31 Mar 
20x2 


Significant changes in the gross carrying 
changes in the loss allowance were: 


amount of loans for activity X that contributed to 


e The acquisition of entity X increased the residential mortgage book by x per cent, with a 
corresponding increase in the loss allowance measured on a 12-month basis. 
The write off of the RXX DEF portfolio following the collapse of the market for product X 
reduced the loss allowance for financial assets with objective evidence of impairment by 


RX. 


The expected downturn in the economy in region X caused a net increase in financial 
assets whose loss allowance is equal to lifetime expected credit losses and caused a net 
increase of RX in the lifetime expected credit losses allowance. 
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The significant changes in the gross carrying amount of mortgage loans are further 


explained below: 


Loans receivable: Area X — gross carrying amount 


12-month 
ECL 


Lifetime ECL 
(assessed 
collectively) 


Lifetime ECL 
(assessed 
individually) 


Credit- 
impaired 
ECL 


R’000 


R’000 


R’000 


R’000 


Gross carrying amount at 1 
Apr 20x1 


Individual financial assets 
transferred to 


lifetime expected credit 
losses 


Individual financial assets 
transferred to credit 
impaired financial assets 


Individual financial assets 
transferred from 


credit-impaired financial 
assets 


Financial assets assessed 
on a collective basis 


Financial assets 
derecognised 


New financial assets 
originated or purchased 


Financial assets written-off 


Changes due to 
modification that did not 
result in derecognition 


Other changes 


Gross carrying amount at 
31 Mar 20x2 
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To enable users of financial statements to understand the nature and effect of modifications 


of contractual cash flows on financial assets that have not resulted in derecognition and the 


effect of such modifications on the measurement of expected credit losses, an entity should 


disclose: 


the amortised cost before the modification and the net modification gain or loss recognised 
for financial assets for which the contractual cash flows have been modified during the 
reporting period while they had a loss allowance measured at an amount equal to lifetime 
expected credit losses; and 


the gross carrying amount at the end of the reporting period of financial assets that have 
been modified since initial recognition at a time when the loss allowance was measured at 
an amount equal to lifetime expected credit losses and for which the loss allowance has 
changed during the reporting period to an amount equal to 12 month expected credit 
losses. 


To enable users of financial statements to understand the effect of collateral and other credit 


enhancements on the amounts arising from expected credit losses, an entity should disclose 


by class of financial instrument: 


The amount that best represents its maximum exposure to credit risk at the end of the 
reporting period without taking account of any collateral held or other credit enhancements 
(e.g., netting agreements that do not qualify for offset). 


For a financial asset, the maximum exposure to credit risk, is typically the gross carrying 


amount, net of: 


o any amounts offset (refer to the section on Presentation for offsetting requirements); 


and 


o any loss allowance recognised. 
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Maximum exposure to credit risk 


For loans and receivables granted to customers and deposits placed with other 
entities, the maximum exposure to credit risk is the carrying amount of the asset. 


For derivative contracts, e.g., foreign exchange contracts, interest rate swaps, 
when the resulting asset is measured at fair value, the maximum exposure to credit 
risk will equal the carrying amount. 


For financial guarantees granted, the maximum exposure to credit risk is the 
maximum amount the entity could have to pay if the guarantee is called on, which 
may be significantly greater than the amount 130ecognized as a liability. 


The making of a loan commitment that is irrevocable over the life of the facility or 
is revocable only in response to a material adverse change. If the issuer cannot 
settle the loan commitment net in cash, or by another financial instrument, the 
maximum credit exposure is the full amount of the commitment. This is because it 
is uncertain whether the amount of any undrawn portion may be drawn down in the 
future. This may be significantly greater than the amount 130ecognized as a 
liability. 


e A narrative description of collateral held as security and other credit enhancements, 


including: 


o adescription of the nature and quality of the collateral held; 


o an explanation of any significant changes in the quality of that collateral or credit 


enhancements as a result of deterioration or changes in the collateral policies of the 


entity during the reporting period; and 


o information about financial instruments for which an entity has not recognised a loss 


allowance because of the collateral. 


e Quantitative information about the collateral held as security and other credit 


enhancements (for example, quantification of the extent to which collateral and other credit 


enhancements mitigate credit risk) for financial assets that are credit-impaired at the 


reporting date. 


An entity should disclose the contractual amount outstanding on financial assets that were 
written off during the reporting period and are still subject to enforcement activity. 
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Credit risk exposure 


To enable users of financial statements to assess an entity's credit risk exposure and 
understand its significant credit risk concentrations, an entity should disclose, by credit risk 
rating grades, the gross carrying amount of financial assets and the exposure to credit risk on 
loan commitments and financial guarantee contracts. This information should be provided 


separately for financial instruments: 


e for which the loss allowance is measured at an amount equal to 12 month expected credit 
losses; 


e for which the loss allowance is measured at an amount equal to lifetime expected credit 
losses and that are: 


o financial instruments for which credit risk has increased significantly since initial 


recognition but that are not credit-impaired financial assets; 


o financial assets that are credit-impaired at the reporting date (but that are not 
purchased or originated credit-impaired); and 


o receivables or lease receivables for which the loss allowances are measured using the 


simplified approach. 


e that are purchased or originated credit-impaired financial assets. 


The number of credit risk rating grades used to disclose the information above should be 
consistent with the number that the entity reports to management for credit risk management 
purposes. However, if information about credit risk rating grades is not available without undue 
cost or effort, an entity uses past due information to assess whether credit risk has increased 
significantly since initial recognition, an entity should provide an analysis by past due status 
for those financial assets. 
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Credit risk grading grades 


To disclose information on the credit quality of financial assets, an entity provides 
information based on a credit rating, i.e., making use of external agencies that 
determines the creditworthiness of debtors (individuals, entities, etc.) and giving 
each a credit rating. This credit rating can be based on the following scales as an 


example: 
“9° AAA -— excellent rating 
Q AA - good rating 


BB — poor rating 

or 

High — excellent rating 
Medium — good rating 
Low — poor rating 


Consequently, the higher the rating, the better the creditworthiness and therefore the 
credit quality of the debtor. 


If an entity does not make use of an external agency (for example, Fitch or Standards 
& Poor's) to provide the credit ratings, it can do the rating itself based on knowledge 
of the debtor and past history of payments made by the debtor. In this case, an entity 
can group financial assets into groups with similar characteristics and provide a 
rating from good to poor. 


Note that this concept was already discussed in the sections under initial 
measurement and impairment; therefore if an entity has grouped debtors to comply 
with those requirements, it might be acceptable to use the same groupings to provide 
the disclosure as required under this section. 


In order to meet this disclosure requirement, an entity may consider disclosing: 


e an analysis of credit exposures using an external or internal credit grading 
system; 


e the nature of the counterparty; 
e historical information about counterparty default rates; and 


e any other information used to assess credit quality. 


When the entity considers external ratings (i.e., makes use of external agencies) when 
managing and monitoring credit quality, the entity might disclose information about: 


e the amounts of credit exposures for each external credit grade; 
e the rating agencies used; 
e the amount of an entity’s rated and unrated credit exposures; and 


e the relationship between internal and external ratings. 
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When the entity considers internal credit ratings when managing and monitoring credit 
quality, the entity might disclose information about: 


e the internal credit ratings process; 
e the amounts of credit exposures for each internal credit grade; and 


e the relationship between internal and external ratings. 


Loan credit exposure 


Loan credit risk exposure by internal rating grades 


Activity X Activity Y 
Gross carrying amount Gross carrying amount 


Lifetime ECL | 12-month ECL | Lifetime 12-month 
ECL ECL 


Internal grade 1 — 2 X x 


Internal grade 3 — 4 x X 


Internal grade 7 


Total 


Loan credit risk profile by external rating grades 


Activity X Activity Y 
Gross carrying amount Gross carrying amount 


Lifetime ECL | 12-month ECL | Lifetime 12-month 
ECL ECL 


X X 


xX X 


xX X 
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Loan credit risk profile by probability of default 


Activity X Activity Y 
Gross carrying amount Gross carrying amount 


Lifetime ECL | 12-month ECL | Lifetime 12-month 
ECL ECL 


0.000 — 0.10 xX X 


0.11 — 0.40 X X 


0.41 — 1.00 


1.01 — 3.00 


3.01 — 6.00 


6.01 — 11.00 


11.01 — 17.00 


17.01 — 25.00 


25.01 — 50.00 


50.01+ 


J For receivables and lease receivables, the information above may be based on a 
provision matrix (see illustrative example below). 
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Loan credit risk exposure by internal rating grades 


Entity A provides goods and services to both households and corporate customers. Entity 
A discloses its household and corporate customers as separate classes of financial 
instruments and applies the simplified approach to its receivables so that the loss 
allowance is always measured at an amount equal to lifetime expected credit losses. 


The following table illustrates the use of a provision matrix as a risk profile disclosure under 
the simplified approach: 


R’000 Trade receivables days past due 


Current More than More than More than 
30 days 60 days 90 days 


Household 


ECL rate 


Estimated total gross 
carrying amount at 
default 


Lifetime ECL 


Corporate 


ECL rate 


Estimated total gross 
carrying amount at 
default 


Lifetime ECL 


For all other financial instruments within the scope of this Standard, but to which the 
impairment requirements are not applied, an entity should disclose by class of financial 


instrument: 


e The amount that best represents its maximum exposure to credit risk at the end of the 
reporting period without taking account of any collateral held or other credit enhancements 
(e.g., netting agreements that do not quality for offset); this disclosure is not required for 
financial instruments whose carrying amount best represents the maximum exposure to 


credit risk. 


e A description of collateral held as security and other credit enhancements, and their 
financial effect (e.g., quantification of the extent to which collateral and other credit 
enhancements mitigate credit risk) in respect of the amount that best represents the 
maximum exposure to credit risk (whether disclosed in accordance with the bullet above 


or represented by the carrying amount of a financial instrument). 
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Collateral and other credit enhancements obtained 


When an entity obtains financial or non-financial assets during the period by taking possession 
of collateral it holds as security or calling on other credit enhancements (e.g., guarantees), 
and such assets meet the recognition criteria in other standards of GRAP, an entity should 
disclose: 


e The nature and carrying amount of the assets obtained; and 


e When the assets are not readily convertible into cash, its policies for disposing of such 


assets or for using them in its operations. 


Information to be disclosed on collateral held as security and other credit 


enhancements 
$ In order to meet this disclosure requirement, an entity may consider disclosing: 
Q e The policies and processes for valuing and managing collateral and other credit 


enhancements obtained; 
e A description of the main types of collateral and other credit enhancements; 


e The main types of counterparties to collateral and other credit enhancements and 
their creditworthiness; and 


e Information about risk concentrations within the collateral or other credit 
enhancements. 


management note 


Credit risk 


Insert information on the entity’s exposure to credit risk and how it is managed 


The entity’s maximum exposure to credit risk is 
as follows: 


Trade receivables from exchange transactions 


Other receivables from exchange transactions 
Cash and cash equivalents 
Loans receivable 


Total credit risk exposure 


Insert any other information deemed to be necessary. 
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Liquidity risk 


$. 


Liquidity risk is the risk encountered by an entity in the event of difficulty in meeting 
obligations associated with financial liabilities that are settled by delivering cash or 
another financial asset. 


An entity should disclose: 


A maturity analysis for non-derivative financial liabilities (including issued financial 


guarantee contracts) that shows the remaining contractual maturities; 


A maturity analysis for derivative financial liabilities. The maturity analysis should 
include the remaining contractual maturities for those derivative financial liabilities for 
which contractual maturities are essential for an understanding of the timing of the cash 


flows; 


A description of how it manages the liquidity risk inherent in the (two bullet points above). 
The factors that an entity could consider in providing this disclosure include, for example, 
whether the entity: 


o expects some of its liabilities to be paid later than the earliest date on which the entity 


can be required to pay (this may be the case for concessionary loans); 
expects some of its undrawn loan commitments not to be drawn; 


holds financial assets for which there is a liquid market and that are readily saleable to 
meet liquidity needs; 


has committed borrowing facilities or other lines of credit (e.g., stand-by credit facilities) 
that it can access to meet liquidity needs — these facilities are usually to provide short- 


term financial assistance; 


holds financial assets for which there is not a liquid market, but which are expected to 
generate cash inflows (principal or interest) that will be available to meet cash outflows 
on liabilities; 


holds deposits at central banks to meet liquidity needs; 
has diverse funding sources; or 


has a significant concentration of liquidity risk in either its assets or its funding sources. 
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As required by GRAP 104, an entity should disclose summary quantitative data about its 
exposure to liquidity risk on the basis of the information provided internally to key 
management personnel (refer to the section on Qualitative disclosures). An entity should 
explain how the data is determined. If the outflows of cash (or another financial asset) included 
in the data could either: 


e occur significantly earlier than indicated in the data; or 


e be for significantly different amounts from those indicated in the data (e.g., for a derivative 
that is included in the data on a net settlement basis, but for which the counterparty has 
the option to require gross settlement), 


the entity should state that fact and provide quantitative information that enables users of its 
financial statements to evaluate the extent of this risk. This need not be disclosed if that 
information is included in the contractual maturity analyses as required in the first paragraph 
above. 


In preparing the maturity analyses required, an entity should use its judgement to determine 
an appropriate number of time bands. For example, an entity might determine that the 
following time bands are appropriate: 


e Not later than one month; 

e Later than one month and not later than three months; 

e Later than three months and not later than one year; and 

e Later than one year and not later than five years. 

An entity should not separate an embedded derivative from a hybrid (combined) financial 


instrument. For such an instrument, an entity should include it as part of the maturity analysis 


for non-derivative financial liabilities. 


An entity should disclose a quantitative maturity analysis for derivative financial liabilities that 
shows remaining contractual maturities, if the contractual maturities are essential for an 


understanding of the timing of the cash flows. For example, this would be the case for: 


e Aninterest rate swap with a remaining maturity of x years in a cash flow hedge of a variable 
rate financial asset or liability; and 


e All loan commitments. 
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An entity should disclose maturity analyses for financial liabilities that show the remaining 
contractual maturities for some financial liabilities. The following applies in this disclosure: 


e When a counterparty has a choice of when an amount is paid, the liability is allocated to 
the earliest period in which the entity can be required to pay. For example, financial 
liabilities that an entity can be required to repay on demand (e.g., demand deposits) are 
included in the earliest time band; 


e When an entity is committed to pay in instalments, each instalment is allocated to the 
earliest period in which the entity can be required to pay. For example, an undrawn loan 
commitment is included in the time band containing the earliest date it can be drawn down; 


and 


e For issued financial guarantee contracts the maximum amount of the guarantee is 


allocated to the earliest period in which the guarantee could be called. 


The contractual amounts disclosed in the maturity analyses are the contractual 
undiscounted cash flows e.g.: 


e Gross finance lease obligations (before deducting finance charges); 
e Prices specified in forward agreements to purchase financial assets for cash; 


e Net amounts for pay-floating/receive-fixed interest rate swaps for which net cash flows are 
exchanged; 


e Contractual amounts to be exchanged in a derivative financial instrument (e.g., a currency 


swap) for which gross cash flows are exchanged; and 


e Gross loan commitments. 


Such undiscounted cash flows differ from the amount included in the statement of financial 
position because the amount in that statement is based on discounted cash flows. 


The undiscounted future cash flows for all types of borrowings except for trade payables 
should include the expected future financing cost calculated at the best estimate of the 
effective interest rate and thus the undiscounted future cash flows cannot be equal to the 
carrying value of such financial liabilities. In the case of financial liabilities that do not have a 
contractual repayment date, such as overdrafts, interest should be calculated over the period 
up to the best estimate of the settlement date. It is assumed that the undiscounted future cash 
flows for trade payables are equal to their carrying values as financing cost incurred on trade 
payables should be immaterial. 
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When the amount payable is not fixed, the amount disclosed is determined by reference to 
the conditions existing at the end of the reporting period. For example, when the amount 
payable varies with changes in an index, the amount disclosed may be based on the level of 
the index at the end of the period. 


An entity is required to describe how it manages the liquidity risk inherent in the items disclosed 
in the maturity analysis. An entity should disclose a maturity analysis of financial assets it 
holds for managing liquidity risk (e.g., financial assets that are readily saleable or expected to 
generate cash inflows to meet cash outflows on financial liabilities), if that information is 
necessary to enable users of its financial statements to evaluate the nature and extent of 
liquidity risk. 


Other factors that an entity might consider in providing the disclosure required on how it 
manages the liquidity risk, include, but are not limited to, whether the entity has: 


e Committed borrowing facilities or other lines of credit that it can access to meet liquidity 
needs; 


e Very diverse funding sources; 
e Significant concentrations of liquidity risk in either its assets or its funding sources; 
e Internal control processes and contingency plans for managing liquidity risk; 


e Instruments that include accelerated repayment terms (e.g., on the downgrade of the 


entity’s credit rating); 
e Instruments that could require the posting of collateral (e.g., margin calls for derivatives); 


e Instruments that allow the entity to choose whether it settles its financial liabilities by 
delivering cash (or another financial asset) or by delivering its own shares; or 


e Instruments that are subject to master netting agreements. 
Illustrative example C — liquidity risk disclosure 


Note that these disclosures can be made either in the note to the related financial liability (e.g., 
trade payables note) or in a separate note (e.g., financial risk management note), or partial 
disclosure can be made in each note respectively. The illustrative disclosure shows disclosure 


in the risk management note. 
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Extract out of financial risk 
management note 


Liquidity risk 


Insert information on the entity’s exposure to liquidity risk and how it is managed, for 
example, liquidity risk is the risk that the entity could experience difficulties in meeting its 
commitments to creditors as financial liabilities fall due for payment. The entity manages its 
liquidity risk by committed borrowing facilities and other credit lines as appropriate. 


Insert information on the entity’s maturity analysis for contractual undiscounted cash flows, 
for example, the following table presents the entity’s outstanding contractual maturity profile 
for its non-derivative financial liabilities. The analysis presented is based on the 
undiscounted contractual maturities of the entity’s financial liabilities, including any interest 
that will accrue, except where the entity is entitled and intends to repay a financial liability, 
or part of a financial liability, before its contractual maturity. Non-interest-bearing financial 
liabilities which are due to be settled in less than 12 months from the maturity equal their 
carrying values, since the impact of the time value of money is immaterial over such a short 
duration. 


Maturity analysis on the entity’s contractual undiscounted cash flows for its non- 
derivative financial liabilities: 


20x1 R R R 


< 1 year 1-2 2-5 
years years 


Trade and other payables XX XX XX 
Finance lease obligations XX XX XX 
Borrowings XX XX XX 
Overdraft XX XX XX 
Total 


Insert any other information deemed to be necessary. 
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Market risk 


$. 


Market risk is the risk that the fair value or future cash flows of a financial instrument 
will fluctuate because of changes in market prices. Market risk comprises three types 
of risk: interest rate risk, currency risk and other price risk. 


Common types of market risks: 
Interest rate risk 


Interest rate risk arises on interest-bearing financial instruments recognised in the statement 
of financial position (e.g., loans and receivables and debt instruments issued) and on some 
financial instruments not recognised in the statement of financial position (e.g., some loan 


commitments). 
Currency risk 


Currency risk (or foreign exchange risk) arises on financial instruments that are denominated 
in a foreign currency, i.e., in a currency other than the functional currency in which they are 
measured. For the purpose of GRAP 104, currency risk does not arise from financial 
instruments that are non-monetary items or from financial instruments denominated in the 


functional currency. 


A sensitivity analysis should be disclosed for each currency to which an entity has significant 


exposure. 


Other price risk 


e. Other price risk is the risk that the fair value or future cash flows of a financial 
instrument will fluctuate because of changes in market prices (other than those arising 
from interest rate risk or currency risk), whether those changes are caused by factors 
specific to the individual financial instrument or its issuer, or factors affecting all similar 
financial instruments traded in the market. 


Other price risk arises on financial instruments because of changes in, for instance, commodity 
prices or equity prices. An entity might want to disclose the effect of a decrease in a specified 
stock market index, commodity price, or other risk variable. For example, if an entity gives 
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residual value guarantees that are financial instruments, the entity would disclose an increase 


or decrease in the value of the assets to which the guarantee applies. 


Two examples of financial instruments that give rise to equity price risk are: 
e A holding of equity instruments in another entity; and 


e Aninvestment in a trust that in turn holds investments in equity instruments. 


Other examples include forward contracts and options to buy or sell specified quantities of an 
equity instrument and swaps that are indexed to equity prices. The fair values of such financial 
instruments are affected by changes in the market price of the underlying equity instruments. 


Residual interests of an entity are not remeasured. Surplus or deficit is not affected by the 
equity price risk of those instruments. Accordingly, no sensitivity analysis is required for 
residual interests. 


Sensitivity analysis: 
An entity should disclose: 


e A sensitivity analysis for each type of market risk (see section above) to which the entity 
is exposed at the end of the reporting period, showing how surplus or deficit would have 
been affected by changes in the relevant risk variable that were reasonably possible at 
that date; 


Risk variables 
T Risk variables that are relevant to disclosing market risk include, for example: 
e the yield curve of market interest rates; 
e foreign exchange rates; 
e prices of equity instruments; and 


e market prices of commodities. 


e The methods and assumptions used in preparing the sensitivity analysis; and 


e Changes from the previous period in the methods and assumptions used, and the reasons 
for such changes. 


If the quantitative data disclosed as at the end of the reporting period is unrepresentative of 
an entity’s exposure to risk during the period, an entity should provide further information that 


is representative. 
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If an entity prepares a sensitivity analysis, such as value-at-risk, that reflects 
interdependencies between variables (e.g., interest rates and exchange rates) and uses it to 
manage financial risks, it may use that sensitivity analysis in place of the analysis specified 
above. An entity should then also disclose: 


e Anexplanation of the method used in preparing such a sensitivity analysis and of the main 
parameters and assumptions underlying the data provided; and 


e Anexplanation of the objective of the method used and of limitations that may result in the 
information not fully reflecting the fair value of the assets and liabilities involved. 


An entity should decide how it aggregates information to display the overall picture without 
combining information with different characteristics about exposures to risks from significantly 


different economic environments. For example: 


e An entity that trades financial instruments might disclose this information separately for 
financial instruments held for trading and those not held for trading; or 


e An entity would not aggregate its exposure to market risks from areas of hyperinflation 


with its exposure to the same market risks from areas of very low inflation. 


If an entity has exposure to only one type of market risk in only one economic environment, it 


would not show disaggregated information. 


If an entity prepares a sensitivity analysis, it should show the effect on surplus or deficit of 
reasonably possible changes in the relevant risk variable (e.g., prevailing market interest rates, 
currency rates, equity prices or commodity prices). For this purpose: 


e Entities should disclose the effect on surplus or deficit at the end of the reporting period 
assuming that a reasonably possible change in the relevant risk variable had occurred at 
the end of the reporting period and had been applied to the risk exposures in existence at 
that date. For example, if an entity has a floating rate liability at the end of the year, the 
entity would disclose the effect on surplus or deficit (i.e., interest expense) for the current 
year if interest rates had varied by reasonably possible amounts; and 


e Entities do not need to disclose the effect on surplus or deficit for each change within a 
range of reasonably possible changes of the relevant risk variable. Disclosure of the effects 
of the changes at the limits of the reasonably possible range would be sufficient. For 
example, it would be sufficient to disclose the effect on surplus or deficit if an interest rate 
had increased or decreased with 2% (which is the limit). 
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In determining what a reasonably possible change in the relevant risk variable is, an entity 
should consider: 


e The economic environments in which it operates. A reasonably possible change should 
not include remote or ‘worst case’ scenarios or ‘stress tests’. Moreover, if the rate of 
change in the underlying risk variable is stable, the entity need not alter the chosen 
reasonably possible change in the risk variable. For example, assume that interest rates 
are 5% and an entity determines that a fluctuation in interest rates of +50 basis points is 
reasonably possible. It would disclose the effect on surplus or deficit if interest rates were 
to change to 4.5% or 5.5%. In the next period, interest rates have increased to 5.5%. The 
entity continues to believe that interest rates may fluctuate by +50 basis points (i.e., that 
the rate of change in interest rates is stable). The entity would disclose the effect on surplus 
or deficit if interest rates were to change to 5% or 6%. The entity would not be required to 
revise its assessment that interest rates might reasonably fluctuate by +50 basis points, 
unless there is evidence that interest rates have become significantly more volatile; and 


e The time frame over which it is making the assessment. The sensitivity analysis should 
show the effects of changes that are considered to be reasonably possible over the period 
until the entity will next present these disclosures, which is usually its next annual reporting 
period. 


Where an entity presents a sensitivity analysis, it should provide sensitivity analyses for the 
whole of its operations but may provide different types of sensitivity analysis for different 


classes of financial instruments. 
Illustrative example D — market risk disclosure 


Note that these disclosures would most likely be made in a separate note (e.g., financial risk 


management note). The illustrative disclosure shows disclosure in the risk management note. 


Extract out of financial risk 
management note 


Market risk 


Insert information on the entity’s exposure to the types of market risk and how it is managed, 
for example, the entity is primarily exposed to interest rate risk and foreign currency risk 
through its activities. These risks are actively monitored on a continuous basis and managed 
through the use of.... 


Sensitivity analysis: 
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Interest rate risk 


At... 20x1, if interest rates at that date had been 10 basis points lower with all other variables 
held constant, surplus for the period would have been Rx (20x0: Rx) higher, arising mainly 
as a result of lower interest expense on variable borrowings. If interest rates had been 10 
basis points higher, with all other variables held constant, surplus or deficit would have been 
Rx (20x0: Rx) lower, arising mainly as a result of higher interest expense on variable 
borrowings. Surplus is more sensitive to interest rate decreases than increases because of 
borrowings with capped interest rates. The sensitivity is lower in 20x1 than in 20x0 because 
of a reduction in outstanding borrowings that has occurred as the entity’s debt has matured 
(see note on borrowings). 


Foreign currency exchange rate risk 


At ... 20x1, if the Rand had weakened 10% against the US dollar with all other variables 
held constant, surplus for the period would have been Rx (20x0: Rx) lower. Conversely, if 
the Rand had strengthened 10% against the US dollar with all other variables held constant, 
surplus would have been Rx (20x0: Rx) higher. The lower foreign currency exchange rate 
sensitivity in surplus in 20x1 compared with 20x0 is attributable to a reduction in foreign 
currency denominated debt. 


Insert any other information deemed to be necessary. 
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Entity specific guidance 


Entity-specific guidance has been included where appropriate to provide specific guidance on 
a subject that only relates to those types of entities. 


Municipalities 


Below is an illustrative example of disclosure that can be made by a municipality on its 
consumer debtors in the notes to the financial statements. 


Note that this may not necessarily be all the required information that needs to be disclosed 
and is only an illustration. A municipality should use its judgement in deciding the extent to 
which and the manner in which information is provided, by also taking into account the 
disclosure required by GRAP 104. 


Note x Trade receivables from Gross balance Loss allowance Net balance 
exchange transactions 


R 

As at 30 June 20x1 
Service debtors 

Rates* 

Electricity 

Water 

Sewerage 

Refuse 


Total 


As at 30 June 20x0 


Service debtors 


Rates* 
Electricity 
Water 
Sewerage 
Refuse 


Total 


Rates: Ageing 
Current (0 — 30 days) 
31 - 60 Days 

61 - 90 Days 
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91 - 120 Days 

121 - 365 Days 

+ 365 Days 

Total 

Electricity, Water and Sewerage: 
Ageing 

Current (0 — 30 days) 
31 - 60 Days 

61 - 90 Days 

91 - 120 Days 

121 - 365 Days 

+ 365 Days 

Total 


Summary of debtors by customer Consumers Industrial / National and 
classification Commercial Provincial 
Government 


As at 30 June 20x1 

Current (0 — 30 days) 

31 - 60 Days 

61 - 90 Days 

91 - 120 Days 

121 - 365 Days 

+ 365 Days 

Sub-total 

Less: Allowance for impairment 


Total debtors by customer 
classification 


As at 30 June 20x0 
Current (0 — 30 days) 
31 - 60 Days 

61 - 90 Days 

91 - 120 Days 

121 - 365 Days 

+ 365 Days 
Sub-total 


Less: Allowance for impairment 
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Total debtors by customer 
classification 


“Property rates are statutory receivables as defined in GRAP 108 on Statutory Receivables 
however they have been included to illustrate the extent of disclosures for municipalities. 


For other disclosure required for trade receivables (and other receivables), refer to the section 
on Disclosure. 
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Transitional provisions 


Transitional provisions are developed by the ASB to indicate how a Standard or GRAP or 
amendments to Standard of GRAP should be applied for the first time. In particular, they 
indicate 


e whether the Standard of GRAP or amendments should be applied retrospectively or 
prospectively; and 


e any specific relief is available for specific entities, requirements or transactions. 


As GRAP 104 is not a new Standard but is an existing Standard that underwent revision to 
align with international requirements, its transitional provisions address areas where there are 
differences in the principles between the revised version of the Standard and the previous 


version. 


The main differences between the revised GRAP 104 and the previous version of GRAP 104 
include the following: 


e Accounting for issued financial guarantee contracts and loan commitments as financial 


instruments. 
e Classification of financial instruments for subsequent measurement. 


e Impairment model for financial assets and amortised cost. 


The ASB proposed that revised GRAP 104 should be applied retrospectively, except for the 
following where relief is granted from retrospective application. 


Area of the Standard Transitional provision 


Classification of financial | Assets held for trading 

instruments An entity determines whether financial assets are held for 
trading as at the date of initial adoption. 
Cash flow characteristics 
An entity assesses the cash flow characteristics of a 


financial asset without taking into the modified time value 
of money element and prepayment features. 


Hybrid contract 


If a hybrid contract is measured at fair value but the fair 
value was not determined for comparative periods, the fair 
value is the sum of the non-derivative host and embedded 
derivative at the end of each comparative period. 
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Area of the Standard 


Measurement of financial 
instruments 


Transitional provision 


Effective interest method 


If it is impracticable for an entity to apply the effective 
interest method retrospectively, an entity can measure the 
gross carrying amount of the asset using the fair value at 
the date of initial adoption. 


Impairment 


Expected credit losses are assessed at the date of initial 
adoption. Expected credit losses are assessed over a 12- 
month period or over the lifetime instrument (some 
exceptions apply). The decision to use a 12-month period 
or the lifetime of the instrument is based on whether there 
has been a significant change in credit risk. 


An entity uses information that is available without undue 
cost and effort to determine if there has been a significant 
change in the credit risk of an instrument since initial 
recognition to the date of initial adoption. If the information 
is not available without undue cost and effort an entity 
recognises expected credit losses using lifetime expected 
credit losses. 


An entity is required to disclose the information below. This 
disclosure is however not required for prior periods. 


(a) For each class of financial asset and financial liability 
on initial adoption: 

The original measurement category and carrying 
amount using GRAP 104 (2009). 
The new measurement category and carrying 
amount using GRAP 104 (2019). 
The changes in the carrying amount resulting from 
a change in measurement category. 
The changes in the carrying amount resulting from 
a change in measurement attribute. 

(b) Qualitative information to enable users to understand 

e how the classification requirements were applied to 

those instruments where the classification 
changed, and 
the reasons for changes in the designation of 
financial assets and financial liabilities measured at 
fair value. 

(c) The fair values of financial assets or financial liabilities 
at the end of the reporting period for those instruments 
that are now measured at amortised cost. 

(d) The effective interest rate on initial adoption and 
interest revenue or expense recognised for financial 
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Area of the Standard Transitional provision 


assets and financial liabilities previously measured at 
fair value. 
The disclosures in (a) to (d) are only required in the year 
that the entity adopts the amendments to GRAP 104. 
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12. Summary of key principles 


GRAP 104 provides guidance on the accounting treatment and disclosure of financial instruments. 


This publication summarises the key principles in GRAP 104. It includes references to the GRAP 104 Guide as well as other educational material 
issued by the Secretariat of the ASB i.e. Frequently Asked Questions and Fact Sheets. 


12.1 Scope 


The table below summarises the interaction of GRAP 104 and other Standards for specific transactions: 


Transaction Recognition Initial Subsequent Derecognition Presentation Disclosure 
measurement measurement 


Residual interests 
Issuer of residual interest 


Holder of residual interest in a 
controlled entity, joint venture or 
associate (if investment measured at 
fair value in separate financial 
statement per GRAP 34) 


Holder of residual interest (not an 
interest in controlled entity, joint 
venture or associate) 


Operating leases 


Lessor: operating lease receivables 
(current portion due) Impairment 
provisions 


Lessee: operating lease liabilities ¥ v 
(current portion due) 
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Transaction Recognition Initial Subsequent Derecognition Presentation Disclosure 
measurement measurement 


Finance leases 


Lessor: finance lease v v v 
Impairment 
provisions 


e o a) eS a a ee oa 


Embedded derivatives in lease v v v v v v 
contracts 


Insurance contracts 


Embedded derivatives in any v v v v v v 
insurance contract 


Insurance contracts with v v v 
discretionary participation features Classification 
between 
liabilities and 
residual 
interests 


Loan commitments 

Loan commitments at below market v v v v v v 
interest rate 

Loan commitments that are settled v v v v v v 
net in cash or another financial 

instrument 

Loan commitments that are v v v v v v 
designated at fair value 
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Transaction Recognition Initial Subsequent Derecognition Presentation Disclosure 
measurement measurement 


Other loan commitments (e.g those v v v 
granted at normal market terms and 
will be measured at amortised cost) 


Non-exchange revenue transactions 


Monetary assets and monetary v v v v 
liabilities arising out contractual non- 
exchange revenue transactions 
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12.2 Identification (Section 3 of GRAP 104 Guide) 


A financial instrument is any contract that gives rise to a financial asset of one entity and a 
financial liability or residual interest if another entity. 


Financial asset Financial liability 


A financial asset is: A financial liability is any liability that is a 
cash: contractual obligation to: 
a residual interest of another entity; or e deliver cash or another financial asset 

i to another entity; or 

e exchange financial assets or financial 
liabilities under conditions that are 
potentially unfavourable to the entity. 


a contractual right to: 


o receive cash or another financial 
asset from another entity; or 


o exchange financial assets or 
financial liabilities with another entity 
under conditions that are potentially 
favourable to the entity. 
Examples include: Examples include: 
Trade and other receivables; Trade and other payables; 
Cash and cash equivalents; Overdraft; 
Long-term loans; Borrowings; 


Finance lease asset (for disclosure Finance lease liability (for disclosure 
purposes). purposes). 


Non-monetary assets, such as property, Obligations arising from legislation, such as 
plant and equipment, intangible assets, income tax payable, VAT, social benefits, 
inventory, etc. are not financial assets. are not considered to be financial liabilities 


Pre-paid expenses are not financial assets aS there is no contract. 
as they do not give rise to a contractual right 

to receive cash or another financial asset, 

but rather to receive goods or services. 


The main distinguishing factor between a financial liability and a residual interest is the 
existence of a contractual obligation on the issuer, either to deliver cash or another financial 


asset, or to exchange financial instruments under potentially unfavourable terms. 


ASB has issued the following Fact Sheet with additional guidance: 


Fact Sheet #2 — Bank Accounts (Assets) 

Fact Sheet #3 — Receivables 

Fact Sheet #4 — Payables 

Fact Sheet #9 — Investments in residual interests 
Fact Sheet #10 — Investments and loans receivable 
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The table below indicates which items in the statement of financial position are financial 


instruments (v ) and which ones are not (X). 


Line item Is it a financial instrument within the 
scope of GRAP 104? 


Prepayments (for goods/services) 


Inventories 


Investment property 


Interests in subsidiaries (in separate 
financial statements), associates and joint 
ventures 


VAT receivable/payable 
Deferred tax 


Trade payables 


Employee benefits 


Accruals 
Provision for constructive obligation 


Warranty obligation (settled by delivery of 
cash or another financial asset 


ASB has issued the following Fact Sheet with additional guidance: 


T e Fact Sheet #1 - Applying the Definition of Financial Instruments 
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Initial recognition (Section 1 of GRAP 104 Guide) 


A financial instrument is initially recognised when the entity becomes a party to the contractual 
provisions. Financial assets are recognised using trade date accounting. 


Initial measurement (Section 6 of GRAP 104 Guide) 


Financial instruments (except short-term receivables and payables with no significant 
financing component) are initially measured at fair value, and plus or minus directly attributable 
transaction costs for financial instruments not at fair value through surplus or deficit. If the 
financial instrument is carried at fair value through surplus or deficit, the transactions costs are 


immediately recognised in surplus or deficit. 


Short term receivables and payables with no significant financing component are initially 


measured at their transaction price. 


Fair value will usually be the transaction price on date of recognition, represented by fair value 
of the consideration given or received in exchange for the financial instrument. If fair value of 
a financial instrument differs from the transaction price, the difference is accounted for as 


follows: 


e Recognise the difference as a gain or loss in surplus or deficit if fair value was estimated 
by a quoted price in an active market or based on valuation technique that uses only data 
from observable markets. 


e In all other cases, defer the difference as an adjustment to the carrying amount of the 


financial instrument. 


A concessionary loan is a loan granted to or received by an entity on terms that are not market 
related. 


e Entities may grant concessionary loans to another party for social or economic reasons. 
The social benefit component should be accounted for separately and the actual loan as 
a financial asset. 


e Entities may receive concessionary loans for various reasons. The contribution from 
owners and/or non-exchange revenue component should be accounted for separately and 
the actual loan as a financial liability. 


The social benefit, contribution from owners, or non-exchange revenue component is 
determined by deducting the loan proceeds (transaction price) from the fair value of the loan 
granted or received respectively 
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ASB has issued the following Fact Sheets with additional guidance: 


“? e Fact Sheet #5 - Concessionary loans payable 
e Fact Sheet #6 - Concessionary loans receivables 


12.5 Classification of financial assets (Section 5 of GRAP 104 Guide) 


Financial assets are classified as subsequently measured at amortised cost or fair value 
through surplus or deficit based on: 


e The entity’s management model for managing the financial assets; and 


e The contractual cash flow characteristics of the financial asset. 


Determine the 
management model 


Hold to collect 
contractual cash 
flows and sell or hold 
to sell 


Hold to collect 
contractual cash 
flows 


Contractual cash Contractual cash 
flows do not flows do/do not 
represent SPPI represent SPPI 


Contractual cash 
flows represent SPPI 


; Fair value through Fair value through 
amoris cosi surplus or deficit surplus or deficit 


Irrevocably designate 
as fair value through 
surplus or defict 


A financial asset is measured at amortised cost when both of the following conditions are met: 


e The financial asset is held within a management model whose objective is to hold financial 
assets in order to collect contractual cash flows; and 
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e The contractual terns of the financial asset give rise on specified dates to cash flows that 
are solely payments of principal and interest (SPPI) on the principal amount outstanding. 


A financial asset is measured at fair value through surplus or deficit unless it is measured at 
amortised cost or cost. 


Investments in residual interests are measured at fair value through surplus or deficit, unless 
an entity applies the practical expedient to measure the investment at cost when fair value 
cannot be reliably measured. When fair value becomes available, the investment should be 


measured at fair value. 


An entity may irrevocably designate a financial asset as measured at fair value through surplus 
or deficit if doing so eliminates or significantly reduces a measurement or recognition 
inconsistency (i.e., accounting mismatch). 

Classification of financial liabilities (Section 5 of GRAP 104 Guide) 

All financial liabilities are classified as subsequently measured at amortised cost except for: 


e financial liabilities at fair value through surplus or deficit; 


e financial liabilities that arise when a transfer of a financial asset does not qualify for 
derecognition; 


e financial guarantee contracts; 
e commitments to provide a loan at a below-market interest rate; and 


e contingent consideration recognised by an acquirer in a transfer if functions between 


entities not under control. 


An entity may irrevocably designate a financial liability as measured at fair value through 


surplus or deficit if doing so results in more relevant information because either: 


e it eliminates or significantly reduces a measurement or recognition inconsistency (i.e., 


accounting mismatch); 


e a group of financial liabilities or financial assets and financial liabilities are managed and 
their performance is evaluated on a fair value basis based on a documented risk 


management or investment strategy. 
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ASB has issued the following Fact Sheets with additional guidance: 


vs 
3. 


p 


Financial assets 


e Fact Sheet #7 — Financial guarantee contracts issued 
e Fact Sheet #8 - Loan commitments 


12.7 Subsequent measurement (Section 6 of the GRAP Guide) 


After initial recognition, a financial asset is measured at amortised cost, fair value through 


surplus or deficit or cost. 


Financial assets measured at amortised cost or cost will be subject to impairment. 


Financial liabilities 


After initial recognition, a financial liability is measured at amortised cost except for: 


Financial liabilities 
that arise when a 
transfer of a financial 
asset does not 
qualify for 
derecognition 


Financial liabilities at 
fair value through 
surplus or deficit 


Measure in 

accordance 
with transfer 
requirements 


Measure at 


fair value 


Financial guarantee 


contracts 


Measure at 
the higher of: 


e amount of the 
loss allowance; 
and 

e amount initially 
recognised less 
the cumulative 
amount of 
revenue as per 
GRAP 9; 


provide a loan at a 
below-market interest 


Contingent 
consideration 
recognised by an 
acquirer in a transfer 
if functions between 
entities not under 
control 


Commitments to 


rate 


Measure at 
the higher of: 


* amount of the 
loss allowance 
plus any social 
benefit provided 
for 
concessionary 
loans; and M t 

* the amount easure a 
initially fair value 
recognised less 
the cumulative 
amount of 
revenue as per 
GRAP 9 


The amortised cost is the amount that a financial asset or financial liability is measured at 
initial recognition minus principal repayments, plus or minus the cumulative amortisation using 
the effective interest method of any difference between that initial amount and the maturity 


amount, and for financial assets, adjusted for any loss allowance. 
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The effective interest method allocates interest revenue and expense at a constant rate over 
the term of the instrument. The effective interest rate (EIR) of a financial asset or financial 
liability is calculated at initial recognition, and is the rate that exactly discounts the estimated 
future cash flows through the expected life of the financial asset or financial liability to the: 


e gross carrying amount (before loss allowance) of a financial asset; or 


e amortised cost of a financial liability. 


For the calculation of the EIR, an entity estimates the expected cash flows considering all 
contractual terms including any fees, transaction costs, and other premiums or discounts. Debt 
premiums or discounts, financing costs or internal administrative or holding costs are not 
eligible transaction costs. Because transaction costs are included as part of the initial carrying 
amount of the financial instrument, the recognition of these costs in surplus or deficit is soread 
over the term of the instrument through the application of the effective interest method. 


The determination of the EIR is based on the estimated cash flows arising from the asset. 
Expected credit losses are not included as part of the cash flows for the calculation of the 
effective interest rate method. This is because the gross carrying amount of a financial asset 
is adjusted for a loss allowance, which is not part of the effective interest rate calculation. 


When credit losses already exist when a financial asset is purchased or originated it is referred 
to as “purchased or originated credit-impaired”. In contrast, the estimated cash flows arising 
from this type of asset would include the future lifetime credit losses, and a rate called the 
credit-adjusted EIR is determined. 


Changes in the expected cash flows will result in a recalculation of the gross carrying amount 
of an asset and the amortised cost of a financial liability. The revised expected cash flows are 
discounted using the original effective interest rate of the instrument. Any difference from the 


previous amount is recognised in surplus or deficit. 
Reclassifications 


Financial assets are reclassified when there is a change in management model or reliable 


measure of fair value becomes or ceases to be available for investments in residual interests. 


Financial liabilities not reclassified. 
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Gains and losses 


Gains and losses on fair value measurements, reclassifications, impairment, derecognition 


are recognised in surplus or deficit. 

Impairment 

Impairment recognition is based on an expected credit loss (ECL) model. It requires 
impairment losses to reflect these principles: 

e a probability weighted outcome; 

e atime value of money 

e any reasonable and supportable information, including that which is forward-looking. 
Impairments are recognised on 12 month ECL basis if there is no significant increase in credit 


risk since initial recognition, and a lifetime ECL basis if there has been a significant increase 
in credit risk. 


There are two approaches to impairment recognition, i.e, the general approach and simplified 
approach. 

General approach 

Under the general approach, a three-stage model is based on whether there has been a 
significant increase in the credit risk of a financial asset since its initial recognition. These 


three-stages then determine the amount of impairment to be recognised as ECL at each 
reporting date as well as the amount of interest revenue to be recorded in future periods. 


Stage 2: Credit risk has TE : ; 
increased significantly since aa ene eae IŞ 
initial recognition p 


Recognise 12-months ECL Recognise lifetime ECL Recognise lifetime ECL 


This is summarised below: 


Stage 1: Credit risk has not 


increased significantly since 
initial recognition 


Recognise present interest on a net 
basis : EIR x amortised cost (the gross 
carrying amount less loss allowance). 


Recognise interest on a gross basis: EIR Recognise interest on a gross basis: EIR 
x gross carrying amount x gross carrying amount 
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12-month ECL are calculated by multiplying the probability of a default occurring in the 
next 12 months by the total (lifetime) ECLs that would result from that default, regardless 
of when those losses occur. 


Lifetime ECL are the present value of expected credit losses that arise if a borrower 
defaults on its obligation at any point throughout the term of a lender's financial asset. This 
requires an entity to consider all possible default events during the term of the financial 
asset in the analysis. Lifetime expected credit losses are calculated based on a weighted 
average of the expected credit losses, with the weightings being based on the respective 
probabilities of default. 


The credit risk assessment i.e., changes in the risk of a default will determine which ECL 


should be recognised at each reporting date. 


A significant increase in credit risk may include: 


changes in general economic and/or external market conditions; 
actual or expected internal credit rating downgrade for borrower; 
significant changes in the operating results or financial position of the borrower; 


significant reductions in financial support available to an entity (e.g., from its controlling 
entity); 


expected or potential breaches of covenants; 


expected delay in payment; 


Credit-impaired financial assets are those where one or more events that have a detrimental 


effect on the estimated future cash flows have already occurred i.e., objective evidence of 


impairment. 


Indicators that an asset is credit-impaired would include observable data about the following 


events: 


significant financial difficulty of the issuer or the borrower 
breach of contract (e.g., default or past due event) 
granting of a concession to the borrower due to the borrower's financial difficulty; and 


probable that the borrower will enter bankruptcy or other financial reorganisation. 
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GRAP 104 provides various practical expedients to assist entities in the assessment of credit 
risk: 


e An entity may assume that the credit risk has not significantly increased if a financial 


instrument is determined to have low credit risk. 


o A low credit risk means that a borrower has a strong capacity to meet its contractual 
cash flow obligations in the near term as well as in adverse changes in economic 
and business conditions in the longer term for example investment grade 


instruments. 


e A rebuttable presumption exists that credit risk has significantly increased if the 
contractual payments of a financial instrument are more than 30 days past due. 


o When payments are 30 days past due, a financial asset is considered to be in stage 
2 and lifetime credit losses should be recognised. 


o The presumption can be rebutted when there is reasonable and supportable 
information available that demonstrates that even when payments are overdue it 


does not represent a significant increase in the credit of the financial asset. 
Simplified approach 


The simplified approach to impairment recognition requires entities to measure all receivables 
and lease receivables on a lifetime ECL basis (i.e., stage 2) regardless of the receivable’s 
credit risk. 


There are various methods that can be used to calculate the expected credit losses on 
receivables. The use of a provision matrix is not mandatory however this is acommon method. 
Other methods would include customer-by-customer analysis where the entity has a small 
number of large contracts, application of expected loss rate linked to credit default spreads. 


A provision matrix may be used to determine the expected credit losses under the simplified 
approach. The provision matrix assigns expected credit loss percentages to the ageing bands 
of trade receivables to estimate ECL. Entities need to adjust the historical provision rates to 
reflect relevant information about current conditions and reasonable and supportable forecasts 
about future expectations 
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12.8 Derecognition (Section 7 of GRAP 104 Guide) 


Financial assets 


An entity should derecognise a financial 
asset only when: 


The contractual rights to the cash flows 
from the financial asset expire, are 
settled or waived; 


The entity transfers to another party 
substantially all of the risks and rewards 
of ownership of the financial asset; or 


The entity, despite having retained 
some significant risks and rewards of 
ownership of the financial asset, has 
transferred control of the asset to 
another party and the that party has the 
practical ability to sell the asset in its 
entirety to an unrelated third party, and 
is able to exercise that ability unilaterally 
and without needing to impose 
additional restrictions on the transfer. 


If the entity has not transferred substantially 
all of the risks and rewards of ownership of 
the financial asset, it should continue to 
recognise the asset. 


Financial liabilities 


An entity should remove a financial liability 
(or a part of a financial liability) from its 
statement of financial position when, and 
only when, it is extinguished. A financial 
liability (or part of it) is extinguished when the 
debtor either: 


Discharges the liability (or part thereof) 
by paying the creditor, normally with 
cash, other financial liabilities, goods or 
services; 


Is legally released from primary 
responsibility for the liability (or part of it) 
either by process of law (expires) or by 
the creditor (cancelled). If the debtor has 
given a guarantee, this condition may still 
be met; or 


Waives the debt or it is assumed by 
another entity by way of a non-exchange 
transaction. These transactions are 
accounted for by considering the 
requirements in GRAP 104 and GRAP 
23 - Revenue from WNon-exchange 
Transactions (Taxes and Transfers). 


When a substantial modification of the terms 
of an existing financial liability has been 


made, it is 


accounted for as an 


extinguishment of the original liability and the 
recognition of a new financial liability. 


12.9 Presentation (Section 8 of GRAP 104 Guide) 


Interest, dividends or similar distributions, losses and gains relating to a financial instrument 
or a component that is a financial liability should be recognised as revenue or expense in 
surplus or deficit. 


A financial asset and a financial liability should be offset and the net amount presented in the 


statement of financial position when and only when, an entity: 


currently has a legally enforceable right to set off the recognised amounts; and 


intends either to settle on a net basis, or to realise the asset and settle the liability 


simultaneously. 
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12.10 Disclosure (Section 9 of GRAP 104 Guide) 


GRAP 104 requires entities to provide disclosures in their financial statements that enable 


users to evaluate: 


e the significance of financial instruments for the entity’s financial position and performance; 


and 


e the nature and extent of risks arising from financial instruments to which the entity is 


exposed during the period and at the end of the reporting period and how the entity 


manages those risks 


The disclosure requirements are listed below: 


Disclosures on the significance of 


financial instruments for the entity’s 
financial position and performance 


Disclosures on the nature and extent of 
risks arising 


Statement of financial position 

e Categories of financial instruments 

e Reclassification 

e Offsetting 

e Derecognition 

e Collateral 

e Concessionary loans and investments 


e Compound instruments with multiple 
embedded derivatives 


e Defaults and breaches 


Qualitative disclosures 
e Exposures to risk 


e Objectives, policies and processes 


Statement of financial performance 


e Items of revenue, expense, gains or 
losses 


Other disclosures 
e Accounting policies 


e Fair value disclosures 


Quantitative disclosures 
e Credit risk 
e Liquidity risk 
e Market risk 
o Currency risk 
o Interest rate risk 
o Other price risk 
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13. Useful links and references 


Reference Location of reference 


Frequently Asked Questions (FAQs) ASB website: 
on the Standards of GRAP http://www.asb.co.za/frequently-asked-questions/ 


Guideline on The Application of ASB website: 
Materiality to Financial Statements http://www.asb.co.za/guidelines/ 


Standard Chart of Accounts for Local | National Treasury website: 
Government (mSCOA) http://mfma.treasury.gov.za 
(mSCOA — Municipal Standard Chart of Accounts) 


Illustrative Financial Statements for | National Treasury website: 
local government http://mfma.treasury.gov.za 
(mSCOA — Municipal Standard Chart of Accounts) 
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